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Preface to the Fourth Edition 


When the first edition of this book was written, more than twenty years 
ago, critics of economic theory had been complaining that it was too abstract 
to be of any value in practical matters of policy. To support their opinion, 
they pointed to the fact that in economics textbooks there appeared to be 
very little connection between those parts devoted to exposition of the theories 
and those dealing with the problems. We felt that the theories did have 
important applications to these problems; therefore we set about producing 
a work in which the connection between the two things would be shown. 
That remains our purpose in the present edition. It is all right for some 
economists to specialize on theory and others on the various applied fields, 
but the work of the latter should build upon that of the former. They should 
not be separated in watertight compartments. It behooves those of us who 
are teachers to impress this point of view upon our students. It follows that 
an economic problems text should be one that builds upon a foundation of 
previous training in the principles, applying the latter concretely to the 
problems of economic welfare. That is what we have tried to do in this 
book; hence the title. Applied Economics. 

In the past twenty years there have been a number of important develop¬ 
ments in economic theory, and some significant changes in both economic 
and political institutions. Especially has there been a marked growth of 
governmental intervention in industry in this country, and a transition from 
capitalism to collectivism in some parts of the world. The Second World 
War and its aftermath have accelerated these changes. As a result, the in¬ 
stitutional setting is different, and this to some extent alters the nature of 
the problems that confront our world. Because of these things, we have 
found it necessary to make a very thorough revision of this book—so 
thorough that many portions of it have been entirely rewritten, and the whole 
volume has had to be reset in new type. 

In particular, the grouping of topics has been changed, so that there are 
now nine parts instead of six; and all the chapters relating to a single sub¬ 
ject (such as monopoly or labor) are brought together in one place, whereas 
different phases of them were formerly dealt with separately in different 
parts of the book. In this edition there are a number of new chapters, not¬ 
ably these dealing with the problems of unemployment, of corporation 
finance and the securities markets, and of fiscal policy. Nearly all the other 
chapters have been extensively revised. Three of the former chapters have 
been eliminated, viz., the chapter dealing with achievement and failure in 
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our economy and the two chapters devoted to general aspects of govern¬ 
mental intervention in economic life. The essential parts of these chapters 
have been incorporated elsewhere. In addition to these changes, many 
new works have been listed in the references and suggestions for further 
reading. 

It is always a temptation, in making successive revisions of such a work 
as this, merely to add new material without reworking the old, so that the 
book becomes patchy and voluminous. We have endeavored to avoid 
patchiness by preserving the unity of each chapter, and of the work as a 
whole; and by rearranging the topics, condensing some parts and omitting 
passages that we felt could be spared, we have kept the total length within 
bounds that we trust will not be thought unreasonable- We hope that the 
changes will bring the discussions abreast of current developments, and 
that the rearrangement will make the book more useful in the classroom. 

The help and counsel of so many friends and associates have aided us in 
the preparation of the several editions that it would be difficult to make 
specific acknowledgments to them all, but we take this opportunity to 
record our appreciation. We are grateful, too, to the numerous teachers 
who, from time to time, have sent us comments and suggestions drawn from 
their experience in using the text in their classes. We have profited by their 
constructive criticisms. Finally, our thanks are due to Miss Ingrid Hahne 
for her assistance in helping with some of the work of this revision. 

We have taken advantage of successive reprintings of this edition to 
correct typographical eriajrs, add new titles to the References and Suggestions 
for Further Reading, and make minor improvements in our discussion of 
certain topics. 


The Authors 
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CHAPTER I 


The Task of Applied Economics 

A. Economic Science and its Application 

The Purpose and Method of Scientific Study. —Economics is commonly 
regarded as a science. As such, its purpose is to make the world a better 
place in which to live. This statement may be doubted by some, for it is often 
said that science is the outcome of human curiosity rather than of any seeking 
after welfare, and that scientists are engaged primarily in the pursuit of 
knowledge for its own sake, rather than for any practical application which 
can be made from their discoveries. But this is only a part of the truth. No 
doubt some scientists are actuated by no other motive than curiosity about the 
world they live in, and they may have no more tangible goal in sight than 
the pursuit of truth; yet the final result of scientific activity, and the ultimate 
justification for its existence, is to be found in its contributions to the progress 
of civilization. When Faraday experimented with the effects of a galvanic 
current upon the leg of a frog, he may never have dreamed of the tremendous 
possibilities that would some day result from man’s knowledge of electricity. 
But we now know that the painstaking researches of pioneers in physics have 
been abundantly justified in the wonders of electrical power and commu¬ 
nication which we enjoy today. Economics, likewise, has its contribution to 
make toward the practical improvement of the world in which we live. Our 
present quest will be an attempt to find out what are these possibilities. 

But the application of science to the solution of practical problems must 
be distinguished from science itself. The essence of science lies in its method 
of study. That method is one of painstaking, impartial gathering of facts, 
and careful formulation of the laws and principles which the study of those 
facts reveals. Someone has said that science is simply the accurate description 
of phenomena. The statement is apt, for it is the province of pure science to 
describe things—and to describe them just as they are, exactly and truthfully, 
without bias or prejudice. It is important to emphasize this last phrase, for 
the introduction of bias into scientific work is sure to interfere with the 
discovery of truth. We must accept what the facts reveal, whether we like 
it or not. We may find it disagreeable to learn that eating too much starch 
increases stoutness, but if the facts of physiology show this to be the case, 
stout people must not allow their preference for starchy foods to blind them 
to it. In Columbus’ time it was a popular belief that the world was flat, and 
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the stubborn prejudice of people against the view that it was round long 
prevented the establishment of what we now recognize as scientific truth. 
Pure science is no respecter of persons or prejudices. It is not concerned with 
things as we would like them to be, but only with things as they are. 

It does not follow, however, that in selecting a subject for scientific in¬ 
quiry, we should not be influenced by human desires and problems. Pure 
science wholly abstracted from such desires and problems is almost unthink¬ 
able. Accordingly, scientists confine their studies mostly to fields that have 
some practical importance, knowledge of which will be helpful in the solu¬ 
tion of some concrete problem. 

Given the findings of pure science, then, we may apply them to the solu¬ 
tion of problems in which we arc interested. Here we are forced to depart 
from science to some extent, for the very existence of a problem implies the 
making of moral judgments which lie outside the realm of science. A t 
problem to be solved implies an end to be attained, but science does not tell 
us what ends are ultimately good and desirable. The problem may be j^iat 
of prolonging human life. It implies that longer life is desirable; b^f we 
accept this on intuitive or ethical grounds; we cannot prove it by scientific 
demonstration. Or, the problem may be that of building a beautiful house; 
but our esthetic feelings, not science, must guide us in deciding wliat type 
of architecture is the most artistic. When we have decided the end to be 
sought, however, we can proceed to attain it in a strictly scientific way; for 
our knowledge of scientific laws will tell us that certain causes will lead' 
to certain effects, and we have but to apply this knowledge to accomplish the 
desired result. So, if we agree upon the desirability of a longer span of human 
life, the laws of health developed by medical science will show us how to 
bring it about; and if we decide upon an Elizabethan type of home as the 
one that is most beautiful, scientific knowledge of building materials, stresses 
and strains, insulation, and the like, will enable us to build one that will be 
both economical and substantial. Such application of scientific principles 
to the attainment of ends deemed desirable is known as applied science. 

Our analysis indicates that three steps are required in the development of 
applied science. They are: (i) careful observation of the facts in the field 
selected for inquiry, and the working out of descriptive laws or formulas 
concerning them—pure science; (2) formulation of judgments as to the 
desirability or undesirability of certain conditions, events, or institutions 
within the field—a matter of ethics; (3) application of the findings of the 
science to the attainment of the desirable or the elimination of the undesir¬ 
able things—^applied science. 

Pure Economics, Economic Ethics, and Applied Economics.—In the 
present volume we have chosen economic phenomena as the field to be 
studied. Economics is the subject which treats of this field, and it has three 
phases, which correspond to the three steps of the above analysis. These 
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three phases we may call pure economics, economic ethics, and applied 
economics, respectively. Pure economics is the science that describes the in¬ 
dustrial activities of men, just as they are found today in the world about us. 
It tells, for instance, of the existence of specialization and exchange in the 
productive organization, of the role of money, of how prices are established, 
and of how the income of society is divided among the factors of production 
which help to create it. But it has nothing to do with the goodness or bad¬ 
ness of these things, nor is it concerned with their improvement. Some 
critics of economic science have objected to this detached and almost 
cold-blooded analysis. They are so impressed with the defects of our eco¬ 
nomic organization, and so zealous to reform it, that they are impatient with 
the painstaking, impartial survey of the careful scientist. They feel it is a 
waste of time to analyze so laboriously features of the existing structure 
which, in their judgment, are so obviously undesirable that they should be 
done away with. But these well-intentioned people are mistaken. How 
can we be sure what changes are needed in this or that institution until we 
have examined it minutely and learned to understand it? And if we find it 
unsatisfactory, how are we to propose a trustworthy solution unless we are 
first equipped with a thorough understanding of the laws which operate in 
economic affairs? Pure economics is the necessary foundation to any program 
of economic reform, and without this foundation no real and lasting progress 
is likely to be made. 

Given the findings of pure economics, we are ready to pass judgment 
upon economic institutions, to determine how far they contribute to our 
well-being, and how far they are in need of correction. In making such a 
criticism we are compelled to introduce some ethical standards or norms of 
welfare. This is primarily a matter of economic ethics, and though it makes 
use of the findings of science, it is not in itself a strictly scientific analysis. 
Pure economics deals exclusively with what is, but economic ethics is con¬ 
cerned with what ought to be. It involves the testing of existing institutions 
in the light of certain ethical standards set up as a criterion, and the formu¬ 
lation of goals of progress to be achieved in our economic evolution. Whether 
production is efficient or inefficient, whether the management of industry 
should be in the hands of private enterprisers or of the state, whether prices 
should be rising, falling, or stationary, how income ought to be divided— 
these and a great many other questions fall within its purview. In seeking an 
answer to them our judgments may be based on scientific knowledge of the 
consequences which follow from this or that arrangement, but in the last 
analysis our final criteria of justice—our standards of right and wrong— 
must be based on ethical considerations. 

Given such judgments of the goodness or badness of existing institutions, 
and having formulated the goal of economic progress, we are in a position 
to lay down a program of reconstruction. This is the task of applied 
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economics. Such a program can be set up in a strictly scientific way. Ap¬ 
plied economics, therefore, may properly be characterized as a science; but 
we must not lose sight of the fact that it is founded upon economic ethics. 

An illustration of how applied economics goes about its task will make 
the nature of the subject, and its relation to economic ethics, more clear. 
Suppose we were to decide, in view of certain ethical standards, that greater 
equality of incomes in society would be desirable. It would be the task of 
applied economics to set forth a method by which such greater equality 
might actually be attained, if possible. We might find that, by the application 
of economic laws to the problem, a solution could be worked out. In this 
case, the decision as to whether greater equality was desirable would be a 
matter of ethics and not of science; but the working out of measures for the 
attainment of such equality would be a strictly scientific proceeding, if 
carefully done. Here is another example: The analysis of pure economics 
reveals that when the level of prices rises, debtors are enriched at the expense 
of creditors. Ethical considerations may lead us to conclude that this is un¬ 
just, and that therefore the price level should be stabilized. Applied eco¬ 
nomics tells us how such stabilization can be achieved. 

So we see that applied economics rests upon pure economics and eco¬ 
nomic ethics as its foundations. Both of these are essential. In this book a 
knowledge of economic principles will be assumed, and we shall have 
occasion to make use of these principles again and again as we proceed. 

The Role of Judgment in Applied Economics.—In the ensuing chapters, 
we shall examine existing economic institutions critically, using our knowl¬ 
edge of economic principles to see how they work, and employing ethical 
considerations to appraise the results. We shall find some virtues that need to 
be preserved and some defects that need to be corrected. Then, building again 
on economic principles, we may be able to suggest measures of reform that 
will help correct the defects and promote greater welfare. 

It must not be supposed that these suggestions for reform will always be 
the final word of science upon the matter at hand. The problems of eco¬ 
nomic life are so complex that it is not always possible to say exactly how they 
should be solved. Even though we can discover what factors are to be 
reckoned with, we cannot always measure them exactly enough to say what 
is their relative importance. The pure science of economics is far from per¬ 
fected, and the applied science is only in its infancy. So we are often forced 
to rely upon judgment as to what is the best course of action in a given 
situation. A knowledge of economics is a valuable aid to the making of such 
judgments, and measures of improvement based upon such knowledge are 
much more likely to succeed than those proposed by persons lacking in such 
a background; but they are not infallible. In many cases more than one 
possible way of correcting a difficulty seems open. Here differences of opinion 
as to the wisest course of action may arise, even among experts. On the 
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other hand, there are many times when there is substantial agreement among 
economists, not only as to the defects of our present industrial system, but 
as to the most hopeful means of correcting them. Where this is true, the 
analysis and proposals of this volume will merely record the collective judg¬ 
ment of economists generally. In other cases the proposals for reform must be 
taken as an expression of opinion by the present writers. Always, however, 
an attempt has been made to examine the proposals in the light of the facts 
and economic principles involved, and to base the proposed remedies upon 
scientific reasoning. 

The Social Point of View. —In the analysis of economic problems, we 
must not forget that economics is a social science; that is, it deals with human 
beings in relation to each other, and not with individuals as separate entities. 
Hence, our concept of progress is a broad concept. We are concerned with 
the welfare of society as a whole, not with that of any one person or group 
of persons. It is important to stress this because most persons, in passing 
judgments upon economic phenomena, are inclined to be influenced by their 
own particular interests, forgetting that the interests of others may be just as 
important as their own. There are times when the well-being of one member 
of society is in conflict with that of his fellow citizens. In such a case, if he 
is in the minority, their interests should take precedence over his. It is not 
always easy so to detach oneself from one’s personal interests and to view the 
community in the large. A manufacturer of woolen goods, for instance, 
would find it difficult to pass an unprejudiced judgment upon the value of 
tariff protection to this country, because he makes his living in an industry 
whose very existence is dependent upon the maintenance of protective duties 
on woolen goods. Yet if it is true, as many economists believe, that such 
tariffs benefit a special class of favored individuals at the expense of a great 
multitude of consumers, fair-minded judgment would compel us to decide 
that such tariffs should be abandoned for the sake of the general welfare. 
Likewise, a laboring man might find it very hard to arrive at a correct judg¬ 
ment concerning the desirability or undesirability of such union practices 
as those tending to limit the output of labor. Yet from the standpoint of 
social welfare we might find it necessary to condemn such practices. The 
attitude we should assume has been aptly expressed in the phrase “the great¬ 
est good to the greatest number.” Let us, then, forget any prejudices which 
we may have acquired from our own selfish interests in life, or from the 
environment into which we have been thrown, and be prepared to consider 
the problems confronting us in the cold light of reason, allowing ourselves 
to accept whatever conclusions we are led to by the logic of careful analysis, 
remembering always that our judgments must be based on the welfare of 
the community. 

General Welfare and Economic Welfare. —But what is the welfare of the 
community.^ Generations of philosophers have sought the answer to this 
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question. The discovery of an ultimate standard of what is good or desirable 
is one of the chief problems of ethics. Some thinkers believe that it is pos¬ 
sible for science to give the answer, but it is a question which appears to be 
beyond the realm of scientific investigation. Ethicists themselves do not 
agree concerning it. The best that we can do is to express in a general way 
that which we feel we are striving for. An exact definition of welfare, 
therefore, is almost impossible to secure. Perhaps the ultimate goal of human 
activity is the attainment of maximum happiness. Perhaps it is to secure the 
fullest expression of our latent capacities. Maybe these are but two different 
aspects of the same thing. Whatever it may be, the welfare of the people 
depends upon a great number of influences. It involves such matters as 
codes of morality, education, religious ideals and observances, the cultivation 
of beauty, the development of material science, and the whole of our existing 
culture. 

Fortunately, we do not have to deal with so vast a problem, for our 
concern is only with economic welfare. By that we mean such part of general 
welfare as is dependent upon, and influenced by, economic activity and 
economic institutions. 

Although economic welfare is only one phase of general welfare, it is an 
important phase, for general welfare depends very largely upon economic 
conditions. For instance, in the making of cotton textiles children may be 
employed. This employment may have important effects for good or evil 
upon their whole future lives. Their welfare is closely bound up with their 
economic situation. Again, one’s happiness depends, at least to some extent, 
upon his ability to earn a living. It is rather difficult to have genuine welfare 
in a state of poverty. In fact, most of the things that go to make up the 
higher and nobler aspects of existence, such as art, music, social intercourse, 
travel, and the like, rest upon an economic foundation. Therefore, while 
admitting that economic welfare is neither the sole nor even the chief goal 
of living, it is so important a part of the general welfare that it merits a great 
deal of thoughtful attention. 

On the other hand, we cannot consider questions of economic welfare 
entirely apart from their effects upon other aspects of welfare, for often one 
reacts upon the other in such a way as to preclude their separation. For ex¬ 
ample, we shall learn presently that economic welfare is promoted by increas¬ 
ing the production of goods, but that the beneficent effects of this increase 
might be counterbalanced by injurious effects upon health or morals, jf the 
goods are not of a meritorious sort. Again, the increase in production 
would not be desirable if it was accomplished by methods which interfered 
with the lives, or health, or happiness of the workers. So, although we arc 
here mainly concerned with economics, we shall find it necessary to link 
our discussion of economic matters with broader considerations of general 
welfare from time to time. 
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Economic Welfare, or Social Economy. —Although the notion of general 
welfare is rather vague, the concept of economic welfare is less so. We can 
work out a definition of this concept if we will consider analytically what 
we want economic activity to do for us. Such activity grows out of the fact 
that our wants are many, whereas the means of providing them are relatively 
few. There is a conflict between the boundless desires of men and the 
scarce means of production afforded by human energy and natural resources. 
The busy world of economic life is engaged in trying to resolve this conflict 
by making the scarce means go as far as possible toward satisfying our wants. 
To put it differently, we try to economize in our use of effort and resources 
so that we can get as much satisfaction from them as possible. 

That explains the use of the term economics. It is the study of the means 
whereby a nation or a social group operates to utilize its resources economi¬ 
cally. In fact, economics has sometimes been called social economy, and this 
term is an excellent one for our present purpose because it focuses our at¬ 
tention on the goal toward which economic activity is directed, namely, 
economizing. To escape as far as possible from the limitations of scarcity 
by making our energy and resources contribute their utmost to want satis¬ 
faction—that is what applied economics can contribute to the general wel¬ 
fare. Economic welfare, then, is the same thing as social economy, and if 
we would define the former, we must inquire what we mean by the latter. 

Since it is the object of economic activity to overcome scarcity, the first 
criterion of social economy is an abundance of goods. An aggregate income 
sufficient to provide all the people with the means for a comfortable stand¬ 
ard of living is the first essential of economic welfare. The abolition of want 
and the promotion of plenty—surelv this is one of our economic goals. 

Mere quantity of output is not enough; we should have quality as well. 
The goods which flow from the nation’s industries should be of a desirable 
kind, for if our economic effort is devoted to the attainment of things that 
contribute little to our genuine well-being, it is wasted. Just as an individual 
may squander riches in extravagance and dissipation, deriving from them 
little of real utility or lasting worth, so a people may misspend its energies, 
diverting its productive power into the making of useless or even injurious 
things, such as opium for smoking or noxious patent medicines. Science 
gives us no test by which we can classify the products of industry into the 
desirable and the undesirable; we can only use our judgment, based on 
prevailing standards of morality and our own ideals. 

Not only must we produce the right things and produce them in abun¬ 
dance; we should also consider what it costs us to get them, for it would 
be poor economy to produce goods whose utility was not worth their cost. 
Real costs are both material and human. On the material side there are 
scarce resources used up—fertility taken out of the soil, coal removed from 
the earth, forests cut down. We must use these resources economically so 
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that we get as much from them as possible, and we must hold an adequate 
supply of them in reserve for the future. These are matters mainly of pro¬ 
ductive efficiency and conservation. On the human side there are the costs 
of effort expended, monotonous or dangerous work, excessively arduous or 
prolonged toil, industrial accidents, occupational diseases, and even death. 
We should reduce these costs to a minimum, and we must make sure, in 
using the energy and working lives of our people, that we do not sacrifice 
them needlessly or wastcfully. Safe, pleasant, and healthful work are just 
as important for welfare as a plentiful output of desirable goods. 

(dosely related to the criterion of minimum costs is that of full employ¬ 
ment. It is wasteful and costly to keep resources in idleness when they 
might be contributing to the flow of products. Worse than that, a heavy 
human cost is incurred when workers are unemployed, for this deprives 
them and their families of their means of livelihood and plunges them into 
poverty and distress. Often society is compelled to support them by some 
kind of charitable relief, which is a burden on the community. So, from 
both a humanitarian and a practical standpoint, economic welfare demands 
that we keep our people and our productive resources fully employed. 

Finally, we should see to it that the products of industry are widely 
diffused among the p'jeopde. A great output of goods is of little value to 
society as a whole unless an ample share of it is enjoyed by all. No matter 
how great a nation’s income may be, if it is so unequally divided that a few 
of the people are immensely rich while the masses are poor, the nation is 
not in a condition of general welfare. A part of it has welfare, but the rest 
have not. 

Economic welfare or social economy, then, consists in: (i) an abundant 
income, (2) composed of the most beneficial goods, (3) produced at a 
minimum of material and human costs, (4) with full employment of labor 
and capital, (5) and widely diffused among the people. I-^t us now review 
very sketchily the evolution of our economic system, to see what progress 
we have made toward meeting these conditions. 

B. The Rise of Capitalism 

The Economic Life of Two Centuries Ago. —If we compare the economic 
life of today with that of two centuries ago, we find a striking contrast. 
America, in the early part of the eighteenth century, was in a pioneer state. 
Its industry consisted mainly of farming, trapping, and the like, carried on 
by the early settlers and their descendants, who had established homesteads 
created out of the wilderness by their own hands. They built their own 
houses, raised their own food, and made their own clothes. Such manufac¬ 
tured goods as were necessary to their simple method of life were imported 
from England in return for exports of food and raw materials. Each family 
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was an economic unit in itself, which, by the cultivation of its fields and 
by such household industries as spinning- and weaving, provided nearly 
everything which its members needed for their existence. Obviously, its life 
was simple, and its wealth was, for the most part, small. 

A better illustration of the changes which have taken place, however, 
can be obtained by picturing to ourselves the economic life of England at 
this period, for we inherited our economic institutions from that country, 
and it was there that the significant changes took place which led to the 
system of industry that now prevails. At the beginning of the eighteenth 
century, England had not progressed very far from the state of feudalism 
which had prevailed in the Middle Ages. The masses of the people were 
agricultural laborers, still carrying on a primitive type of farming on large 
estates (survivals of the medieval manors) under the dominance of wealthy 
proprietors, or lords, who constituted part of the British aristocracy. It was 
primarily a rural nation, about nine-tenths of its people being engaged in 
agricultural pursuits. The system of agriculture was crude and definitely 
controlled by custom, which prevented the introduction of individual innova¬ 
tions. Each community was rather isolated, and had very few contacts with 
the outside world. For the most part, it was economically self-sufficient; 
that is, its inhabitants produced nearly everything which their simple manner 
of living reejuired. 

Prior to this period some cities and towns had developed, partly as centers 
of defense and partly as bases for carrying on the limited amount of trading 
that did take place. Within these towns industry and commerce were gradu¬ 
ally expanding. Two forms of simple manufacture existed. There were 
handicraft industries, such as those of shoemakers, tailors, tinsmiths, gold¬ 
smiths, and carpenters, carried on by skilled artisans, consisting of master 
workmen and their apprentices, who worked with hand tools, without the 
use of complicated machinery; and there were some domestic industries, 
in which employers gave out materials, such as wool, to be woven into cloth 
by the workers on looms owned and operated by the latter in their own 
homes. 

Since railroads and steamships were nonexistent, the highways were little 
better than quagmires, and banditry or piracy was rife on land or sea, travel 
and the shipment of goods were hazardous. Hence, although some trade was 
carried on in country fairs, town markets, and by itinerant peddlers, its 
amount was relatively small. Without extensive trade there was not as much 
need for money as now, and its use was much less than we are accustomed to. 
Altogether, the life of this period was narrow, and circumscribed by custom, 
ignorance, and fixed institutions. The masses of the people, both in towns 
and in the country, lived in poverty; their houses were little better than 
huts, their food and clothing of the crudest character, their working hours 
long, and their recreations few and primitive. 
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The Industrial Revolution. —All this was greatly changed by a series of 
remarkable inventions and discoveries. Beginning in 1764 in England, a 
number of contrivances were developed which soon supplanted the hand 
methods of weaving then in use in the British woolen industry. Whitney’s 
cotton gin in 1792 performed a similar service for the cotton industry of the 
United States. These inventions alone would not have sufficed to work a 
radical transformation in industrial processes and institutions, for the full 
development of factory methods requires the extensive production of iron 
and steel for machinery, and some means of power to drive it. These were 
soon provided by a number of improvements in methods of iron and steel 
manufacturing, by the invention of the steam engine, the locomotive, and 
the steamship, and by the development of good roads and inland water¬ 
ways. 

It is no exaggeration to describe these changes as a revolution, for they 
came with startling rapidity, and their result was a violent upsetting of 
existing economic arrangements. Within less than a century, the old order of 
industry had been swept away. Factories and great cities sprang up like 
mushrooms, and the countries of western EurojK' and America passed from 
rural agricultural regions to great urban manufacturing nations. Therefore, 
these changes are commonly referred to as the Industrial Revolution. This 
is usually thought of as having taken place within a period of about one 
hundred years, extending from the middle of the eighteenth to the middle of 
the nineteenth century. Within that period the capitalistic system, as we 
know it, became established. 

In a broader sense, however, the Industrial Revolution is still going on. 
We are still experiencing a rapid succession of new inventions and processes 
which are changing the system of industry almost as rapidly as the series 
of inventions which began in 1764. One need but to mention such marvels 
as the electric light, the telephone, the telegraph, the radio, television, the 
hydroelectric power station, the passenger automobile and automobile 
truck, the airplane, and a host of other inventions, to show the truth of this 
statement. Chemistry, likewise, is continually yielding new discoveries which 
transform old industries or give rise to new ones. New processes of treating 
ores and other discoveries are giving us new products, such as rayon, plastics, 
and various metal alloys. Methods change as rapidly as machines and prod¬ 
ucts. An entirely new technique of management has been developed which 
is greatly increasing the progress of industry. What we are experiencing is 
a continuous evolution of economic life. We live in a dynamic world. 

The Transformation of Economic Institutions.— The transformation 
which has taken place in our economic life is not due alone to the progress 
of science and invention. Along with this progress there have been changes 
in economic institutions which are partly the result of the mechanization of 
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industry, and partly a result of other factors in the general growth of civiliza¬ 
tion. Let us consider some of these. 

We have seen that the early English community and the colonial Amer¬ 
ican farm were economically self-sufficient units. They did not have to de¬ 
pend much upon economic agencies outside of themselves to provide them 
with the goods they needed for their maintenance. Today we live in a world of 
specialization and exchange. One man makes shoes or a part of a shoe, 
another mines coal or helps to mine it, yet another grows wheat, and so on. 
Each specialist gets most of the things he uses from others through trade. 
The shoemaker sells his shoes for money, and with that money buys the 
coal, wheat, and other goods, produced by other specialists. This means 
that money and mtjney substitutes (such as bank credit) have become almost 
universal. Nearly every producer sells his goods for money. Our income 
comes to us in the form of money. Almost everything we use we buy with 
money. Money institutions and banks occupy a dominant place in our 
economy. 

Growing out of the prevalence of exchange and the use of money there 
has developed a system of prices. Almost every industrial operation cul¬ 
minates in a sale at a price. Prices are all-important to every producer and 
consumer, for on the price one gets for his product or his services, as well 
as on the prices which he must pay for what he buys, depends his prosperity. 
Indeed, prices are so all-pervasive in the mcxlern system that we can ac¬ 
curately describe ours as a price economy. 

In early England the position of each individual in industry was more 
or less governed by custom. People were divided into classes determined by 
birth, and they were separated by barriers which they could not cross. Even 
in early America we had slavery. The Industrial Revolution and the 
American Civil War swept most of this away. We now have a system of 
relatively free enterprise, in which people are at liberty to find their own 
places in industry, so far as their abilities and the opportunities offered by 
their environment permit. Anyone can establish a business of his own 
selection, if he has sufficient initiative and ability to do so. Or, he can enter 
the employment of someone else, choosing his own occupation and helping 
to fix the terms of his employment. He is free to buy and sell where he 
pleases, under terms voluntarily agreed upon, so long as he does not trans¬ 
gress the laws set up to prevent dishonest and unfair dealings. We will find, 
however, that freedom of enterprise, for both businessmen and workers, is 
being increasingly restricted by the growth of monopolies and unions, which 
block the entry of outsiders into the industries and occupations that they 
dominate; and it is being restricted also by more and more regulatory laws 
intended to curb the abuses of antisocial behavior. 

Along with free enterprise goes competition. When people have freedom 
to enter such occupations as they please and to better their status by driving 
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a good bargain, there is opportunity to profit by improvements in methods, 
and there is plenty of occasion for rivalry among the participants in industry. 
Since each is governed largely by his own self-interest, and it is to his interest 
to increase his gain as much as possible, he is brought into conflict with his 
fellows. We rely tacitly on competition to secure economy in the production 
of goods and fair prices in their sale, yet here, again, the scope of competition 
is being progressively narrowed by the growth of monopolies and the in¬ 
crease of governmental regulation. 

In the simpler economy of two centuries ago there was little private 
property of importance other than land, manor houses, simple cottages, and 
a few tools. The Industrial Revolution created important new forms of 
tangible wealth, such as factory buildings, railways, machinery, and industrial 
equipment, as well as new and durable forms of consumers' goods, such as 
more elaborate houses, furnishings, and automobiles. A more striking 
change in property institutions, however, has been the growth of intangible 
property rights, such as stocks and bonds. These have become widespread 
in modern society and have greatly changed the character of the institution 
of property. They have facilitated the financing of the large industrial plants 
necessary to carry on modern industry by permitting hundreds of thousands 
of pieople to pcK)l their savings into one investment; but this, loo, has brought 
its problems, as we shall sec. 

Finally, the modern system of industry has brought with it the much more 
universal payment of money wages. The worker no longer receives the 
actual products which he makes, or even a part of them. Instead, he is 
recompensed for his labor by the payment of a money wage. Thus the In¬ 
dustrial Revolution has divided the participants of industry into two grouf)s: 
an owning, employing class, who possess or control the capital necessary 
for production, and who direct the enterprises of which they arc the heads, 
and a working, wage-earning class, consisting of laborers who perform the 
detailed operations of industry under the supervision of their employers. 
This gives to the employers an opportunity for profits which has undoubt¬ 
edly stimulated the development of industry, but which, again, brings 
problems which we must consider as we go on. 

Capitalism.—From this account it appears that our present economic 
system is characterized by these basic institutions: specialization and ex¬ 
change, money and credit, prices, free enterprise and competition (which, 
however, are being increasingly restricted), private ownership of property 
(much of which is represented by intangible rights, such as stocks and 
bonds), and money wages. This system is known as capitalism, a term that 
is used to distinguish it from the system of feudalism which preceded it, and 
from various systems of collectivism (now emerging in some parts of the 
world) that would greatly modify most of these institutions.^ 

' See Chapters XXVTII and XXTX. 
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Our task in this volume is to examine carefully the institutions of capital¬ 
ism, to see how well they work, and how badly. In so doing, we shall con¬ 
sider what improvements might be made to make them work better. Then, 
finally, we shall study the proposals offered by the advocates of alternative 
systems, to inquire whether they would be likely to promote a greater meas¬ 
ure of economic welfare. In this chapter, we are merely trying to get a bird’s- 
eye view of these problems by surveying, in the broadest possible way, the 
achievements and failures of our economy. 


C. The Productive Achtevexient of Capitalism 

The Measurement of Production, or Income.—The most conspicuous 
achievements of capitalism have been in the field of production. As a result 
of the new methods of industry that were introduced during the Industrial 
Revolution, an ever increasing stream of products began to flow from indus¬ 
try, swelling the income of the people. The use of the term income in this 
connection may need some explanation. Most people think of income as 
consisting of their receipts of money, such as wages derived from employ¬ 
ment or interest from investments, but the economist distinguishes between 
these receipts, which he calls money income, and real income, which consists 
of the commodities and services that the money will buy. These are, of 
course, the goods that industry produces. Social real income, therefore, is the 
same as industrial product. Capitalism, by its great productivity, has given us 
a rich and generally growing real income. 

It is possible, in part, to measure this growth of income. There are two 
ways of going about it. One is to measure industrial output in physical 
terms; the other is to measure the output in terms of its money value. 

The measurement in physical terms is accomplished somewhat as fol¬ 
lows: We compile annual statistics of a sufficient variety of products to con¬ 
stitute a representative sample of industry. These products would include 
automobiles and other typical manufactured goods; crops harvested; minerals 
mined; railroad traffic hauled; and some personal services, such as those per¬ 
formed by physicians, barbers, hairdressers, and the like. We then compare 
the figur.es in each year, item by item, with a certain year that has been 
selected as a basis for comparison. The figures will then show the percentage 
of increase or decrease that has taken place in the physical volume of each 
product. For instance, if we take the year 1913 as the base, we might find 
that the number of bushels of wheat harvested in this country in 1915 was 
ten per cent greater than in that year. We could then express the production 
of that commodity in 1915 as no in relation to that of the base year. If we 
do this for our representative list of commodities and services, and then take 
an average of them all, it will give us a figure (known as an index number) 
showing the physical volume of production in 1915 as compared with that of 
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1913. No such index is available over a period of time long enough to enable 
us to measure the growth of production from the time of the Industrial 
Revolution to the present day, but the following table, covering the years 
1890 to 1919, will serve to show what such an index is like. It reveals that 
the volume of physical production in this country was almost trebled in the 
thirty years covered by the statistics. 

TABLE I 


Stewart’s Index of the Physical Volume of Production ^ 
(Derived from 91 commodities—Average for 1911-1913 = 100) 


Year 

Index 

Year 

Index 

Year 

Index 

0 

00 

. 45 

1900 

. 66 

1910 . . . 

. 96 

1891 ... 

. 54 

1901 

. 67 

I9II . . . 

. 93 

1892 . . . 

. 50 

1902 

. 77 

1912 . . . 

. 106 

1893 ... 

. 49 

1903 

. 75 

T9I3 . . . 

. lOI 

1894 ... 

. 48 

1904 

. 80 

1914 . . 

. lOI 

1895 

. 57 

1905 

. 86 

1915 

. II2 

1896 . . . 

• ■ • ■ 57 

1906 

. 91 

1916 . . . 

. ”7 

1897 ... 

. 62 

1907 

. 89 

1917 . . . 

. 

1898 . . . . 

. 66 

1908 

00 

1918 . . . 

. 125 

1899 

65 

T909 

. 94 

1919 . . . 

.120 


The other method of showing changes in income (by measuring it in 
terms of money) is to add together the money values of crops harvested, 
minerals extracted from the ground, products manufactured, services per¬ 
formed, and all other goods produced in each successive year. A comparison 
of the annual totals then makes it possible to calculate the amount of change 
that has taken place over the period of time selected for study. However, 
we must take account of the fact that changes in money values will be de¬ 
ceptive unless the figures are corrected to compensate for changes in the 
general level of prices. For instance, suppose that real income were to re¬ 
main unchanged in two successive years while the price level rose ten per 
cent. The aggregate money value of production in the second year would 
then be ten per cent greater than in the first, in spite of the fact that there 
had been no change in physical output To show the real change, we must 
correct the figures by an amount sufficient to offset the change in the price 
level—in this case ten per cent. The corrected total will then measure accu¬ 
rately the change in quantity of real income. 

The Growth of Income in The United States.—In Table II there is given 
an estimate of our income based on this second method. It shows changes 
in the income of the United States, both total and per capita, from 1799 to 
1946 inclusive—a period of approximately a century and a half. 

* American Economic Review, Vol. XI, March, 1921, pp. 57-70. 
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TABLE II3 

National Income in the United States 


Years 

Total Income 

Per Capita Income 

In Current 
Dollars 
(billions) 

In 1926 
Dollars 
(billions) 

In Current 
Dollars 

In 1926 
Dollars 

1799 

•7 

1.1 

i 3 Tf 

216 

1809 

•9 

1.4 

130 

204 

1819 

•9 

r.6 

93 

173 

1829 

I.O 

2.1 

78 

164 

1*^39 

1.6 

3-3 

98 

198 

1849 

2.4 

5-3 

107 

235 

1859 

4-3 

9.1 

140 

296 

1869 ! 

6.8 

9.0 

180 

237 

1879 

7-2 

15.2 

147 

309 

1889 

10.7 

23.7 

173 

383 

1899 

^ 5*3 

36.1 

205 

482 

1909 

26.5 

52.6 

292 

580 

1919 

63.0 

65.1 

599 

620 

1929 

79-5 

82.8 

654 

681 

1930 

72.4 

78.0 

588' 

634 


60.2 

72.0 

485 

580 

1932 

46.7 

62.5 

374 

500 

1933 

447 

62.3 

356 

495 

1934 

51.6 

67.8 

407 ! 

535 

1935 

56.6 

71.0 

444 j 

557 

1936 

65-3 

80.3 

510 1 

625 

1937 

69.0 

81.8 

536 

633 

1938 

62.8 

75.8 

483 

589 

1939 

70.8 

87.4 

541 

667 

1940 

77.6 

94.9 

588 

732 

1941 

96.9 

113.8 

727 

854 

1942 

122.2 

130.6 

907 

969 

1943 

M 9-4 

150.0 

1094 

1105 

1944 

160.7 

160.4 

1167 

T 165 

1945 

161.0 

156.5 

1150 

III7 

1946 

165.1 

149.6 

1171 

1062 


* The figures from 1799 to 1938 arc taken (with permission of the National Industrial 
Conference Board) from Robert F. Martin’s National Income in The United States, 1799-1938 
(1939), pp. 6-7. Those subsequent to 1938 are based on the United States Department of 
Commerce figures of National Income, as published in the Statistical Abstract of the United 
States. 
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The figures “in current dollars” represent aggregate values in terms of 
the prices actually prevailing in the given years; those “in 1926 dollars” 
have been corrected by an index of the cost of living, so that they measure 
income for all years as it would have been had the level of living costs re¬ 
mained the same throughout as it was in 1926. The table does not show 
quite all of the income produced in this country, but only the income actually 
“realized” by the people,—that is, income paid out by industrial establish¬ 
ments to the various claimants of the product, such as wage-earners, enter¬ 
prisers, stockholders, and bondholders. Corporate surpluses and other 
accruals retained by business concerns, instead of being distributed, have been 
excluded. 

The most significant figures are those of per capita income, because the 
growth of total income was partly offset by population increase. Only to the 
extent that total income grows faster than population is there any improve¬ 
ment in the standard of living of the people. The clearest way to visualize 
the per capita figures is by means of the accompanying chart (Figure i). 

1200 

MOO 
1000 
900 
800 
700 
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boo 

400 
300 
200 
100 

-^o>o>at>a>ooaDa>o><o(Do<o a>a><0 

Figure i. Realized National Income Per Capita in the United States.'* 

This is a graphic plotting of the figures in the last two columns of the above 
table. The heavy line is more significant than the light one because it plots 



* From the same sources as Table II. 
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the corrected figures, and thus reveals the growth in per capita real income. 
It is to be observed that, although per capita production sagged in certain 
periods, the general trend was markedly upward, rising from an index of 
slightly over $200 in 1799 to more than $1100 in 1945. In other words, it 
multiplied more than threefold in a hundred and fifty years. This is a 
phenomenal increase. Statistics compiled by other investigators indicate that 
the rate of growth of real income in this country over the last two centuries 
has averaged somewhere between three and three and a half per cent per 
year. 

Limitations of the Statistics.—No columns of figures can possibly give 
an adequate conception of all the changes that have taken place in the in¬ 
come of the American people during the life of our country. There are too 
many imponderables that are not susceptible of measurement. For one thing, 
the figures are distorted somewhat by the fact that, with the passing of the 
years, many products formerly made in the home (and hence not included 
in the statistics) later came to be made in factories, and so appeared in the 
markets (where they would be measured). This error would tend to make 
the figures exaggerate the amount of increase in income. But this exaggera¬ 
tion is more than offset by errors of understatement. For instance, the figures 
do not reveal the gains we have enjoyed as a result of shorter working hours; 
neither do they show the steady improvement that has taken place in the 
quality of goods that make up the stream of income. This last is a factor of 
very great importance. 

Our Rising Standards of Living.—As a result of the improvement of 
both the quantity and quality of our national income, the people of the 
United States have enjoyed a remarkable rise in their standards of living. 
Similar gains, although not quite so great in amount, have been made by all 
the peoples of the occidental world where feudalism has been replaced by 
capitalism. 

It needs no lively imagination to visualize the contrast between the mode 
of life of our people today and that of the feudal English manor or the 
colonial American farm. The masses of our people live in homes better in 
many respects than those of the aristocracy of long ago. Central furnaces 
have replaced open fireplaces or dusty and troublesome stoves. Cooking is 
done on convenient gas or electric ranges instead of the open fire. Where 
there used to be bare floors or rag carpets and a few bits of rough wooden 
furniture, we now have soft rugs, colorful draperies and upholstered sofas. 
A turn of the button illuminates our houses with electric lights instead of 
the dim light of the old-time candles. We have operas, theaters, motion 
pictures, and a host of amusements which our forefathers did not enjoy. We 
travel readily by fast trains, autos, or airplanes to various parts of our own 
country, as well as abroad. Improved means of communication, such as 
newspapers, the telephone, telegraph, and television, keep us in constant 
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touch with what is going on all over the earth. Modern plumbing and sew¬ 
age have rid us of the frightfully unsanitary conditions which formerly pre¬ 
vailed, while public health measures, hospitals, and efficient medical service 
have largely banished the pestilences and plagues which used to sweep whole 
nations, and have greatly lengthened the average span of human life. In 
short, we have more freedom, greater variety, and more broadening influ¬ 
ences—on the whole a richer life—than the world has ever seen before. 

These gains have been shared to a considerable extent by all classes. The 
American working man of today owns an automobile and has electrical 
appliances in his home. The farmer has his tractor, his radio, and his tele¬ 
phone. The whole nation is living at levels far superior to anything hitherto 
known anywhere in the world. 

The New Basis of Civilization.—The increase of production pictured in 
the foregoing paragraphs is the great achievement of capitalism. The late 
Professor Patten suggested that through this progress we are paving the way 
for the real happiness of the human race. We are passing, he declared, from 
a state of deficit into one of surplus. By this he meant that man formerly 
lived in what he called a “pain economy,” in which the rigors of existence 
were so severe, and the presence of economic want so imminent, that most 
of men’s energies were necessarily turned toward the physical needs of life. 
So long as scarcity of economic goods dominated the world, there was con¬ 
flict among men which brought out their baser instincts and produced the 
sterner forms of competition and warfare. Only a fortunate few could enjoy 
the leisure necessary for the cultivation of the beautiful and ennobling things 
of life. Even the art and culture of the Greeks was that of an aristocratic 
class, supported in luxury by the exploited masses, who lived in a state of 
virtual slavery. But now that technical progress has increased the means of 
existence so bountifully, we live in a “pleasure economy,” where men’s 
energies need no longer be devoted primarily to their mere material wants. 
If we can increase the economic surplus still further, and bring about its 
wider diffusion among the masses, all may have enough leisure and wealth 
to turn their attention to the development of health, beauty, and character 
in every aspect of their lives. Poverty can be abolished and there need be 
less clash of classes and nations. So civilization rests upon a new basis of 
surplus which changes its whole aspect. By providing this new basis, eco¬ 
nomic progress paves the way for the general progress of humanity. 

D. The Failures of Capitalism 

Capitalism Not Wholly A Success.—In spite of the progress pictured in 
the foregoing paragraphs, we cannot view our economic system with perfect 
complacency. It still has many defects which need to be remedied. Let us 
examine it broadly in the light of the five tests of social economy that were 
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set forth* above. To meet those tests fully we must: (i) produce an abun¬ 
dance of goods; (2) produce goods of the most desirable kinds; (3) produce 
the goods at a minimum of material and human costs; (4) employ our ma¬ 
terial and human resources fully, without idleness and unemployment; 
(5) finally, when we have done all of these things, we must see to it that 
the resulting income is diffused widely among the masses of the people. How 
does our economy measure up to these criteria? 

Waste In Production.—Notwithstanding the great achievement of modern 
industry in the field of production, it falls far short of realizing to the full¬ 
est the productive capacity that is at our disposal. This was well demon¬ 
strated in the Second World War, when, by a concerted effort, we were able 
to more than double our annual production. This is shown hy the statistics 
in Table II. Why do we not produce at somewhere near to this wartime 
level all of the time? 

There are many things which interfere with maximum efficiency in in¬ 
dustry. The very system of competition which releases individual initiative 
at the same time makes for unnecessary duplication of plant and equipment. 
Each enterpriser strives to secure as large a share of the business for himself 
as he can, without sufficient regard to what his competitors are doing. As 
a result, there is a multiplicity of small establishments whose aggregate 
capacity is greater than the market can utilize. Under a better system of 
organization, with proper coordination, the same output could be secured 
with a much smaller investment. There is also considerable inefficiency in 
individual producing establishments. Experts in industrial management tell 
us that there are many avoidable wastes to be found in the average plant. 
Defective or obsolete machines, tools, and buildings are widely used. There 
is great waste of materials, lack of coordination among the different depart¬ 
ments, tying up of capital in products that cannot be sold cjuickly enough 
because of faulty anticipation of demand, poor handling of men that leads 
to bad workmanship, expensive changes in personnel, and general ineffi¬ 
ciency of labor. Lack of adequate records and accounts, as well as failure to 
keep up with the developments of research, are other factors making for poor 
business methods. Lack of standardization of goods likewise makes for 
waste. This is well illustrated by our railroad history. When each railroad 
had tracks of a different gauge, frequent transfers of freight were necessary 
at each point where two lines met. We have eliminated this by a standard 
gauge track which permits through routing of cars over all the country, but 
there are hundreds of instances in industry where such uniformity has not 
been attained. Consider the diversity of automobile models, which neces¬ 
sitates a needlessly large number of dies, machines, spare parts, and so forth. 
It is estimated that standardizing all newspaper columns to one size would 
save from three to five million dollars on press composition and the manu- 
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Eacture of plates alone. Similar possibilities probably exist in nearly every 
industry. 

Malproduction.—Unfortunately, a large amount of our productive energy 
is devoted to creating goods which contribute little or nothing to genuine 
welfare. Such activity may appropriately be called malproduction. Some of 
this includes the making of goods not really harmful to men, but which con¬ 
tribute little towards genuinely gcx)d standards of living. There are such non- 
essentials as chewing gum, cosmetics, flimsy merchandise, and gewgaws of a 
hundred different kinds. To these we may add those superluxuries which 
are produced only to cater to the whims of the rich—the limousines, private 
yachts, expensive jewels and so on, whose cost far exceeds anything of real 
utility which they contribute to the social well-being. When we think of the 
labor and materials that go into the production of these things, we can re¬ 
alize that this is economic waste. It is not sound economy to be dissipating 
our materials and labor power in articles of such a nature when there are so 
many good things which we do not yet have in sufficient quantities. 

Not only do we produce nonessentials, but we are also turning out large 
amounts of things which are positively injurious. These include narcotic 
drugs, intoxicating liquors, noxious patent medicines, and various other 
commodities. Along with these there is involved the wasted time of lawyers, 
corrupt politicians and their kind who are busy keeping out of trouble the 
people who are engaged in these activities. Let us add the suffering and 
disease that result from vice, crime and similar nefarious doings. If we 
could release the labor and capital devoted to all this malproduction for 
truly uplifting things, it would add enormously to our welfare. 

Material and Human Costs.—What has been said about waste in industry 
above suffices to show that we are not keeping the material costs of industry 
down to the lowest minimum that our knowledge permits. 

Another type of material cost is involved in the recklessness with which 
natural resources have been exploited in this country. In the early days of 
our history our resources were so rich that we did not stop to consider that 
they might someday become exhausted. Hence, forests were ruthlessly de¬ 
stroyed. The richest coal veins were gutted, leaving much other coal irre¬ 
coverable under the soil. Petroleum and natural gas deposits have often been 
so utilized that underground pressure has been reduced to the point where 
extensive fields have been abandoned with large quantities of oil still in the 
ground, because it is too costly to pump it out. When we add to these the 
inadequate use of water power, the reduction of land fertility by soil erosion, 
the exhaustion of our fish supply, and so forth, it can be realized that the 
waste involved must be tremendous. Future generations must pay the price. 

There is likewise an excess of human costs in industry. Although we are 
making progress toward the elimination of industrial accidents, the number 
of injuries and deaths occasioned by mine explosions, whirring machinery, 
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flying particles, molten metals, and similar factors in industry, that cause 
blindness, burns, scalds, and the maiming of bodies, is much too large. 
There is still much occupational disease arising out of unhealthful working 
conditions. Although the working day has been shortened, there is still a 
great deal of strain on human muscles and nervous systems from overwork, 
due not so much perhaps to long hours as to the setting of too fast a pace. 
The average active life of the workers in some branches of industry is much 
shorter than it ought to be. And there are subtler costs, such as ennui and 
discontent arising out of the frustrations which are caused by unpleasant 
surroundings, the placement of workers in tasks to which they are not emo¬ 
tionally adapted, lack of opportunities for advancement, and so on. We have 
hardly yet begun to cope with many of these things. Undoubtedly further 
study of these matters, and the inauguration of reforms oiTered by such 
study, will reveal that we can reduce the human costs of industry to a marked 
degree. 

Unemployment.—Perhaps the greatest failure of capitalism is its apparent 
inability to maintain an even rate of progress. The volume of production, 
instead of rising steadily, moves by fits and starts, now upward, now down¬ 
ward, as industry moves through alternations of prosperity and depression. 
During the depressions there is much unemployment of both material and 
human resources. Industrial establishments close down or operate on part- 
time, while workingmen are laid off or only partially employed. In every 
depression several million workers lose their jobs; in the great depression 
of the 1930’s the nurnlxT of unemployed rose as high as 14,000,000. These 
are times of great hardship and suffering, leading to serious unrest and 
radical agitation. Some observers believe that depressions are getting worse 
as the evolution of capitalism proceeds. A number of economists of wide 
reputation have even advanced the view that our system has reached a stage 
of maturity where rapid growth can no longer be expected to take place 
spontaneously, and where unemployment may become chronic. While this 
is perhaps too pessimistic a view, it is not to be denied that capitalism has 
not so far succeeded in meeting the test of full employment, and that this 
constitutes a very serious flaw in our economy. 

This is not the plate to analyze the causes of unemployment, but it is 
appropriate to observe that the uneven character of our industrial progress 
is aggravated by the malfunctioning of our monetary system. We have seen 
that the use of money and credit has greatly facilitated the processes of 
specialization and exchange which are partly responsible for the growth of 
production. Nevertheless, we shall find that our present monetary and bank¬ 
ing machinery is working far from satisfactorily. The monetary system lends 
itself to inflations and deflations which aggravate the fluctuations of pros¬ 
perity and depression and which are very disturbing to business. There is 
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urgent need for improvement in our monetary institutions if production is 
to be stabilized and full employment is to be attained. 

The Prevalence of Inequality.—Let us now look for a moment at our 
fifth test of economic welfare, which, we said, requires the wide diffusion of 
income. It is true that the masses of our people have shared partly in the 
benefits of our increased production. Yet we have in society today a striking 
contrast between riches and poverty. On the one hand are multimillionaires 
whose vast wealth enables them to live in incredible luxury and extravagance, 
with numerous automobiles, lackeyed servants, palatial residences, castly 
furnishings, and everything else that money can buy. On the other hand we 
have thousands of people in poverty, housed in crowded, flimsy homes, poorly 
clothed, undernourished, unable to pay for adequate medical attention, and 
living in a state of misery and want. The presence of poverty in spite of 
progress is one of the great paradoxes of our civilization. Hundreds of 
philosophers have devoted their thought to this problem, and many remedies 
have been proposed, but still the contrast jiersists. It is evident that our in¬ 
come is not as widely diffused as it might be. Here is another defect in our 
industrial system which we must analyze. 

Capitalism on Trial.—Although the capitalistic system of industry has 
brought many improvements over the economic system which preceded it, 
its failures, as they have just been outlined, lead many people to wonder 
whether it, too, must not sooner or later give way to another system that 
will make for still greater progress. We must remember that life is a process 
of evolution, and that economic institutions as well as other things must 
change as time goes on. Capitalism itself is ever-changing, so that it is not 
the same as it was even fifty years ago. What is to be the ultimate outcome 
of its evolution, and what form of economic organization does it lead to? 
Must it give way to a new order, such as socialism or communism, or will 
it retain its essential outlines with minor modifications? We must defer 
these questions until the closing chapters of this volume. In the meantime 
we shall consider one by one the points of weakness which reveal defects in 
the present system of economic organization, and see what measures may be 
taken to correct them without completely overthrowing existing institutions, 
or without drastic revolution. We shall then be in a better position to judge 
our industrial system as a whole, and to point the way toward future 
progress. 

Summary 

In approaching the study of economic problems a distinction must be 
made between pure economics, economic ethics, and applied economics. 
Pure economics describes the industrial system as it is, without refernce to its 
goodness or badness or its fitness to perform the functions for which it exists. 
Economic ethics sets up standards of economic welfare and tests the fitness 
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of existing economic institutions to perform their functions in the light of 
those standards, thereby pointing out changes which appear to be desirable. 
Applied economics utilizes the knowledge of economic principles obtained 
from pure economics to find means of effecting such changes. It is therefore 
both ethical and scientific, and involves elements of personal judgment. The 
point of view of applied economics is a social one; that is, it seeks the welfare 
of the community as a whole. Although general welfare is difficult to define, 
economic welfare or social economy consists in (i) abundance of goods, (2) 
of the most desirable kinds, (3) produced with a minimum of material and 
human costs, (4) with full employment, and (5) widely diffused among 
the people. 

A comparison of the economic life of today with that of two centuries 
ago shows a striking improvement in the material welfare of the people. 
This progress came about through the technical inventions of the Industrial 
Revolution and the accompanying growth oi such economic institutions as 
specialization and exchange, the use of money and credit, the price system, 
free enterprise, competition, private property of both tangible and intangible 
sorts, money wages, and the employer-employee relationship. These consti¬ 
tute the basic features of capitalism. Under this system production has made 
a remarkable growth, as indicated by the increase of income shown by 
statistics. Civilization is on a new basis of surplus which gives opportunity 
for lives of greater leisure, \\'calth, and enjoyment. 

On the other hand, our economy shows numerous failures. There is much 
inefficiency and waste in industry. We produce many goods of nonessential 
or deleterious kinds (malproduction). The human costs of industry are too 
high and there is a serious problem of unemployment. Finally, there is ex¬ 
treme inequality of incomes. These defects of capitalism raise the question 
whether it will eventually be superseded by some other form of economic 
organization. 
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CHAPTER II 


Efficiency in Management 


A. Th5 Nature and Purpose of Scientific Management 

The Problem of Business Efficiency.—The first criterion of social econ* 
omy set forth in the previous chapter was abundance of goods. The attain¬ 
ment of this objective depends partly on the effectiveness of the economic 
organization as a whole, but it also depends to a very considerable degree 
upon the efficiency with which each separate business establishment is con¬ 
ducted. The latter is a problem of industrial management. Efficiency re¬ 
quires that the management of each firm be in the hands of the most compe¬ 
tent executives, and that these executives use the best managerial techniques 
that are known. It is the purpose of this chapter to outline very briefly what 
those techniques are. 

The Beginning of Scientific Management in the Work of Frederick W. 
Taylor.—Prior to the twentieth century, the managing of an industrial plant 
was based mostly on the common sense and experience of the operating ex¬ 
ecutives. There was no generally accepted system or set of principles. In the 
first decade of the 1900’s, Frederick W, Taylor conceived the idea that many 
of the operations of production could be performed much more efficiently if 
they were scientifically studied and systematically directed. ^Ais now uni¬ 
versally admitted that his pioneer work laid the basis for the oody of princi¬ 
ples and methods in industry that arc embraced by uVj term scientific 
management. The increasing application of these principles and methods is 
a movement of tremendous significance, which owe? its original inspiration 
to the work of this one man. 

Taylor’s experience while in the employ of the Midvale Steel Company 
in Philadelphia convinced him that workers were not giving to industry the 
best they had to give. He believed that this deficiency was due in part to the 
lack of information as to just what was a gcod day’s work and how it should 
be accomplished. To impart this inforrjtration is a function of good man¬ 
agement, but it is a duty that is se^Y'^m fulfilled. Taylor crystallized his 
thought into four broad principles:^ r 

“First, the development of a scii^ncc for each element of a mart’s work, 
thereby replacing old rule of thurrb methods. 

“Second, the selection of the best worker for each particular task, and 
then training, teaching, and d^eyeloping the workman; in place of the former 
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practice of allowing the worker to select his own task and train himself as 
best he could. 

“Third, the development of a spirit of hearty cooperation between the 
management and the men in the carrying on of the activities in accordance 
with the principles of the developed science. 

“Fourth, the division of the work into almost equal shares between the 
management and the workers, each department taking over the work for 
which it is the best fitted; instead of the former condition in which almost 
all of the work and the greater part of the responsibility were thrown on the 
men.” ^ 

At the Midvale plant Taylor began his experiments by making a study 
of the use of cutting tools in the steel industry, and the findings were later 
published in a now famous article. The Art of Cutting Metals, This article, 
together with his little book on Shop Management, constitutes both the be¬ 
ginning and the foundation of scientific management. In his study of steel 
cutting, over fifty thousand recorded experiments were made, and over eight 
hundred thousand pounds of iron and steel were used. The work was later 
continued at the plant of the Bethlehem Steel Company, and the total period 
of experimentation was about twenty-six years. The results obtained revolu¬ 
tionized the whole steel industry, the discovery of high-speed steel alone 
having practically a revolutionary significance. The famous illustration of 
time and motion study applied to handling pig iron, recited below, was made 
during the period of Taylor’s employment at the Bethlehem Steel plant. 

The Scientific Method in Industry.—The scientific method implies the 
solving of a problem by seeking all the facts obtainable, classifying those 
facts, and ^^awing conclusions warranted by them. The essence of science 
is the expla'j?* tion of an effect in terms of causes, growing out of the sub¬ 
ject matter analvzf?d. Industry must solve its problems, not merely by guess¬ 
work, intuition,that vague fund of knowledge called experience, but by 
gathering industrial data, classifying those data, and drawing conclusions 
which will serve as a basis for future activity. To meet its responsibility, 
management must apply the scientific method to industry, in its approach 
both to the problem of physical plant operation and to the problem of the 
human relations within the plant. An industrial enterprise must be scientif¬ 
ically managed in both its physical and human aspects. 

It seems strange that industrial leaders had not only to be taught this 
method, but also to be convinced oi its practicality. To illustrate, men were, 
and still arc, frequently hired simpl; by selecting at random the required 
number from the numerous applicants for work. Often the only training 
obtainable is actual experience on the job, plus some advice by fellow- 
employees. Methods of promotion to better positions of responsibility arc 


'F. W. Taylor, Principles of Scientific Management (n 19 edition), p. 13. 
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often developed little beyond the process of the foreman or superintendent 
picking out the “men that look good.” Taylor found, in addition, almost no 
accumulated knowledge resulting from scientific investigations as to the 
efficiency of various types of machinery and of various methods of operation. 
Industry depended on the crude working out of the doctrine of survival of 
the fittest as the means of maintaining general efficiency. The effect on the 
workers was disastrous. 

The four principles of good management stated by Taylor struck at the 
very roots of these inefficient policies. As to his first principle, instead of 
each man doing his job in his own way, each job was to be scientifically 
studied until, by experimentation, the one best way to complete the work 
was found. Secondly, this one best way was to be taught all men doing the 
job, and they were to be told just how long it should take to finish each 
appointed task. New employees were to be selected after thorough examina¬ 
tion as to physical and mental health, along with practical trade knowledge. 
Each man was to be selected with the different requirements of the job he 
was to fill in mind. Thirdly, management was to make a strenuous effort 
to convince the workers of its interest in their success; cooperation between 
men and management is necessary to maintain a high morale in a plant. 
And, finally, whatever the profit resulting from the scientific management, 
both men and management should share in it according to some prearranged 
plan. This same method, Taylor insisted, should be applied to the selection 
and utilization of equipment. The illustration above given, of the art of 
cutting metals, indicates the method to be followed. Management experts 
who followed Taylor carried his ideas into every phase of modern business. 
Not only the production department, but also sales, purchasing, accounting, 
credit, and all other departments must make use of the same methods, 
adapted, of course, to their respective types of work. Industry of the future 
must be operated with the same scientific method a skilled chemist makes 
use of in his laboratory. 

Some Limits to Efficient Management,—The managers of a single firm 
do not find the road to efficient operation unobstructed. In the first place, 
an important limitation is found in the scarcity of available talent. A small 
army of men must be obtained to supply managing officials for the hundreds 
of thousands of business enterprises. Is the inefficiency of the average busi¬ 
ness to be attributed to ignorance and lack of “professional” training, or is 
the real culprit the scarcity of such ability.'^ Every business executive must 
function within the limitations of his own native capacity, so it may well be 
that human deficiency is at the root of the problem. Secondly, the remark¬ 
able growth of industrial integration and imperfect competition (to be de¬ 
scribed in Chapter III) has had the effect of tying the hands of management. 
For example, where restrictions on the marketing or pricing of goods rule 
throughout an industry, a damper is unquestionably placed upon wide-awake 
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plant management. A third limitation^ of fast growing importance, exists 
in the restrictive controls exercised by strong labor unions. Management 
often finds that plans for improving output per man conflict with union 
policies, especially with respect to methods of wage payment, selection of 
employees, and the introduction of technological improvements. If union 
organization of foremen becomes general, then, irrespective of the broader 
issues involved, management will face the loss of some control over the only 
“management man” the average worker ever meets in normal plant opera¬ 
tion. Fourthly, the level of demand for the finished product may place a 
definite limit upon the scale of operations and upon technical methods of 
production. In an age of automobiles, it is much easier to reach a highly 
efficient scale of manufacturing than it would be to accomplish the same 
level in the production of horseshoes or horse-drawn farm wagons. 

Finally, numerous more remote factors in the social structure influence 
and limit the operation of an enterprise. The pattern of the legal frame¬ 
work surrounding industry is one such factor. With the evolution of such 
governmental administrative agencies as the Social Security Board, National 
Labor Relations Board, Securities and Exchange Commission, and the war¬ 
time Fair Employment Practices Commission, the legal environment in 
which management must function is becoming more circumscribed. This is 
not to criticize these measures; they represent an aroused social conscience 
for a better world. We merely record that one consequence of such institu¬ 
tions is restraint of managerial freedom of action and increased complications 
in the conduct of enterprise. The cyclical ups and downs of business pros¬ 
perity and depression constitute another limiting factor whose impact varies 
widely from industry to industry, and from product to product. 

For all these reasons, we must not expect complete conformity to ideal 
standards in every business enterprise; management is entitled to some con¬ 
sideration for its shortcomings. 

The Obligations of Industry.—In any study of industry, especially a study 
of the management of industry, one should keep in mind a three-fold obliga¬ 
tion of the managers: the obligation to investors, to the workers, and to the 
public. No business under the modern system of enterprise can succeed 
unless it makes a profit. High ideals will elevate the tone of industry, and 
there is much that can be accomplished in this direction by industrial man¬ 
agers, but unless at the end of the fiscal period the books show a profip, the 
business is not long going to hold its place in industry. Profit must be earned 
if a business is to survive. The obligation to the workers is that they must 
be treated as human beings, not merely as cogs in the industrial machine. 

To illustrate, an official in an American steel company some time ago 
stated that unless the immigration bars were let down, costs of production 
would become prohibitive in the steel industry, making its survival difficult. 
Now, cost of production in this sense meant high wages, and a wage is a 
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man’s living. So what this official actually stated was that unless the immi¬ 
gration bars were let down and the standard of living of steel workers re¬ 
duced, the steel industry, in his opinion, could not survive. Such a statement 
brings to one’s mind a very different picture from the wording actually used. 
It may still be true, granting the truth of the facts of the case, that the steel 
industry should be maintained and not allowed to suffer too much because 
of increasing wages. However, such a problem should be faced frankly, 
recognizing that we are dealing with standards of living of people and not 
with inanimate machines, as implied in the phrase “costs of production.” 
Industry also owes a deep obligation to the public, because the whole func¬ 
tion of industry is to create the means whereby human wants can be satis¬ 
fied. The success of the industrial organization must, in the last analysis, be 
judged in terms of social welfare. 

B. The Techniques of Scientti tc Management 

The Essentials of Good Management.—It would be both impossible and 
unprofitable for us to make a detailed analysis of the entire field of industrial 
management. Our interest is in ascertaining how the productive process as 
a whole can be improved and the efficiency of the economic order enhanced 
through gfK)d management. Industry is nothing more than a collection of 
many thousands of privately owned and managed industrial plants, some 
large and others quite small; hence a study of management must take the 
individual plant as the basic unit. This means that the broader aspects of 
the reorganization of industry arc not here under consideration. The princi¬ 
ples of scientific management are limited to improvement in the efficiency 
of plant operation within the present framework of society, and we must 
recognize that the immediate objective of management is to get greater 
profits for owners and employers. The broader (and perhaps more im¬ 
portant) questions of industrial reorganization and control must be reserved 
for separate study in later chapters. 

By “gcx)d management” we mean the methods found in those plants 
which may be classed as above the average in efficiency. We are not con¬ 
cerned with ideal standards in an imaginary, perfect world. The experience 
and accomplishments of the best industrial enterprises now in operation must 
serve as the measuring rod. In the following pages, seven aspects of efficient 
industrial management will be considered: (i) the selection of the best loca¬ 
tion; (2) the use of the best building and equipment; (3) the adoption of 
the most suitable plant organization; (4) efficient planning; (5) scientific 
job study; (6) modern methods of wage payment; and (7) effective manage¬ 
ment research. 

Plant Location.—I'hc industrial plant that is poorly located is operating 
under a serious handicap. The best location for a given plant is dependent 
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on many variables, including the sources of raw material, the sources of 
power, the market for the finished product, the labor supply available, the 
climate of the region, and transportation facilities. Just which of these in¬ 
fluences are the most important depends on the nature of the industry and 
the product of the plant in question. A plant that is making a product of 
very high value and small bulk, such as jewelry, can locate wherever it is 
most likely to find the skilled type of labor rec|uired. Nearness to power, 
raw material, or the market would be of relatively little importance, because 
the transportation charge would constitute but a small fraction of the total 
production cost. On the other hand, plants producing commodities of great 
bulk and small value must be located near the market in which they are 
to be sold, or transportation costs become prohibitive. Chemical plants need 
power as their prime production requisite; they have tended to concentrate 
around Niagara Falls and other locations possessing cheap effective power. 
The manufacture of paper pulp requires lumber, which is expensive to 
transport, and also cheap power. Pulp plants, therefore, are usually found 
right on the edge of, or within, the woods; and as the sources of timber are 
utilized, the mills tend to shift to other localities not yet exploited. The mill¬ 
ing of flour tends to concentrate around the twin cities Minneapolis and St. 
Paul, because of their central location with reference to the wheat-growing 
area of the United States. 

The location of a plant within a city has many decided advantages. The 
labor supply is plentiful, and if the industry is one that can make use of 
women and girls, the city offers a cheap supply of workers. There are many 
economic and social advantages for workers that go with city life—good 
schools, churches, theaters, and other amusements can be developed more 
effectively where there is a dense population. Fire protection, transporta¬ 
tion facilities, and banking facilities are also more satisfactory. The city 
furnishes near at hand a large market, and the concentration of industries 
in that market means that repair shops and sources of equipment supplies 
are close by, for they tend to concentrate where the industry itself is con¬ 
centrated. The city has, however, many disadvantages as a location. Rents are 
high, the price of land is high, taxes are high; and often numerous municipal 
restrictions are placed on the conduct of industry. There is also the difficulty 
of later expansion, since it is hard to obtain vacant land near the original 
plant in a densely populated area. 

A country location consequently offers some advantages. Cheap land, low 
rents, low taxes, and lack of legal restriction are to the business men ad¬ 
vantages worth considering. Many small localities give land away or give 
exemption from taxation for a period of years to industries that will locate 
there. But the difficulty of obtaining adequate labor and the lack of prac¬ 
tically every advantage that the city offers counts heavily against the country 
district. Suburban sites frequently have many of the advantages of the city 
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and the country without the disadvantages of either. The near-by city sup¬ 
plies the facilities of city life, and the open suburban area supplies the ad¬ 
vantages, at least in part, of the country district. Factory and community 
can be planned with a view to future expansion, and the happiness and 
well-being of the employees adequately cared for. 

Once an industry has located, other plants carrying on the same line of 
work tend to drift to and locate in that same locality. There are very decided 
advantages in such geographic specialization. A specialized labor supply 
develops. Equipment industries gather near by. Buyers visit in great num¬ 
bers, since they can cjuickly examine the products of many different plants. 
A general trade knowledge of the particular industry in question can be 
exchanged through the cooperation of the various plants. The main difficulty 
is the tying up of an individual plant too closely with the industry as a whole. 
A slump in the industry is going to have a more direct effect on all the 
plants than would be likely if each one had its own community problems to 
face. Examples of geographic specialization can be found almost anywhere. 
The collar and shirt industry at Troy, New York, watch-making at Water- 
bury, Connecticut, and the shoe industry at Lynn and Brockton, Massa¬ 
chusetts, are g(x>d examples. In many cases it is impossible to find an ade¬ 
quate explanation for the localizing of industry, other than the accident of 
an early start. Each plant faces problems peculiar to itself, and each one 
has to weigh and balance the advantages and disadvantages involved in its 
own particular case. 

Industrial expansion during the period of the Second World War had a 
very profound effect on the distribution of industry in the United States. 
Areas that had never developed industrially became thriving communities 
with government aid. Over ten million persons moved their homes and 
transformed such areas as southern California, Michigan, and the Deep 
South. The repercussions of this movement on industrial location must be 
given consideration by wide-awake management. Are the new industrial 
sections permanent, and what will be the consequences upon the older 
established regions? Managers must ask themselves these questions, and 
adapt their long-range plans to regional changes. 

The Building and Its Layout.—The old dark, gloomy factories that still 
can be found along the streams in many of the manufacturing sections of 
the East are rapidly disappearing. The modern plant is a structure that gives 
the appearance of being almost entirely composed of windows. The use of 
concrete has made it possible to develop a sturdy building and at the same 
time give a maximum amount of daylight. The use of fire doors, fireproof 
materials, and sprinkler systems has reduced greatly the fire hazard in well- 
equipped and well-built plants. Just what the size of the plant should be, 
and how the work should be laid out, depends entirely on the individual 
industry and the nature of the product. The problem for a factory producing 
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a liquid product is different from that of one producing a solid product. A 
bulky product creates a different problem from a small, light-weight product. 
If the industry is primarily assembling parts, as in some phases of the auto¬ 
mobile business, the problem is different from that of an industry of the 
continuous production type, such as the milling of flour, the refining of 
sugar, or the slaughtering of cattle. In the latter cases, each step in the process 
requires the addition of a form utility to the semi-finished product. The 
layout of the factory should be such that each operation takes place in close 
proximity to the next operation, so that the minimum cartage and space is 
used. In the Ford assembling plants, the product is started on its way 
at the top of the building, and by gravity it moves gradually down to the 
lower floors. The assembling takes place as the product passes through each 
department of the plant. 

Plant Organization: The Military Type.—Coordination and supervision 
of the working force must be developed to a high point through a modern¬ 
ized method of organization. In general there are three types of organization 
made use of in industry. They are known as the military, the functional, 
and the line-and-staff organizations. 

In the military type of organization, all the authority centers in, and flows 
from, the chief at the head of the organization. The minor executives derive 
their authority directly from the chief, and the foremen derive their authority 
directly from the minor executives. The foreman is responsible for the 
workmen’s activity. The organization is distinctly militaristic in this flow 
of authority directly from the top to the bottom, with the head of the organ¬ 
ization responsible for the entire operation. The defect of such an organiza¬ 
tion is found primarily in the responsibility placed upon the foreman, A 
foreman, under the military system, should possess all the attributes and 
abilities of a good plant superintendent. The securing of an abundant supply 
of foremen with such abilities and capacities is difficult, if not impossible. 
Put in another way, the military system lacks specialization; and with the 
failure to make use of specialization, efficiency is lost. The advantage of 
this type of organization is in the direct line of responsibility established. 
It seems to work satisfactorily in a small shop. 

The Functional Organization.—The scientific approach to the problem 
of management led Taylor to the conclusion that the most satisfactory form 
of organization would be one based upon the different functions that must 
be performed within an industrial organization. He believed that functional 
management consists of so dividing the work of management that each 
man, from the assistant superintendent down, would have as few functions 
as possible to perform. The most marked outward characteristic of func¬ 
tional management lies in the fact that each workman, instead of coming 
in direct contact with the management at one point only—the foreman, 
receives his daily orders and help directly from several individuals, each of 
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whom performs his own particular function. In a machine shop, for example, 
the workman would come in contact with a gang boss, a speed boss, an 
inspector, and a repair boss. The gang boss is responsible for the setting up 
of the work in the machines accurately and quickly, and the removal and 
disposition of the piece after the operation is complete. The speed boss is 
responsible for the work while in the machine; that is, the act of operation. 
The inspector is responsible for the quality of the work, and both the work¬ 
men and the speed boss must see to it that their work suits the specifications 
of the inspector. The repair boss is responsible for the maintenance and 
care of the machines and their accessories. In addition to these production 
bosses, there are in the planning rcx>m four other bosses, known as the order- 
of-work clerk, the instruction-card man, the time-and-cost clerk, and the 
shop disciplinarian. The order-of-work or route clerk is responsible for the 
route of the work through the shop, from machine to machine, from the 
time prcxluction starts to the final assembling. The instruction-card foreman 
is responsible for any difficulties arising out of the use of the instruction 
card. This card tells the workman exactly what he is to do and the method 
of doing it—the cuts, speeds, feeds, and other directions necessary for the 
completion of the work as planned by the management. The time-and-cost 
clerk sends, through the instruction card, all the information needed by the 
workmen for recording their time and the cost of the work. The shop 
disciplinarian, as implied by the title, has charge of cases of insubordination, 
repeated failure of workmen to do work, lateness, tincxcused absences, and 
similar delinquencies. Thus the workmen comes into contact, under a func¬ 
tional type of organization, with eight different supervisors. 

The advantages acc|uired are those that go with specialization. The 
bosses can be better trained and more quickly taught their work. The degree 
of ability required by a foreman is reduced, since he need learn only a 
particular function, and a man can be selected whose capacity is in line with 
that function. Responsibility is placed on the basis of the functions; and if 
any particular part of the work fails to maintain its proper standard in 
the organization, it is very easy to place one’s finger on the responsible party. 
The individual workman also gets better supervision, for specialists in each 
line are constantly watching him, ready to point out and demonstrate, if 
necessary, the best way of accomplishing the task that is set before him. 

The difficulty of the system is readily apparent. Can a workman serve 
several bosses at the same time.? Many industrial leaders have voiced strong 
opinions to the effect that workmen cannot satisfactorily obey several people, 
each one having practically exclusive authority of a certain phase of his 
activity. Taylor and some of his followers have denied this charge, but it 
has been strong enough to prevent the general adoption of the functional 
system of organization in industry. A second difficulty is the tremendous 
amount of clerical work necessary if the system is to operate correctly. Con- 
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stant checking and filing is required. Many employers believe the cost 
involved in this clerical work is greater than the gain to be secured. 

The Line-and-Staff Organization. —A combination of the military with the 
functional type is called the line-and-staff organization. It is the outgrowth 
of actual industrial experience. Employers were loath to put the men under 
several bosses, and yet they recognized the decided advantage of an indus¬ 
trial organization built on the principle of difference in function. Professor 
Lansburgh has described the line-and-staff organization as follows:^ “Under 
the general manager or operating head of the enterprise there is an immedi¬ 
ate split into divisions of operation functional in form. There is, for instance, 
the comptroller who deals with all office, accounting, and record operations; 
the manager or director of manufacture, who has under his control all mat¬ 
ters relating to plant organization and the manufacture of products; the 
director or manager of distribution, who controls sales; and in many modern 
organizations, the director of industrial relations, who deals with all matters 
concerning personnel. In this development of the main operating organiza¬ 
tion, it will be noted that there are but few divisions, which means that there 
will be few persons reporting directly to the general manager. This is an 
essential of good organization.” If there be any phase of the committee idea 
installed, these heads of divisions will, together with a few other key men, 
form the Plant Advisory Committee. These, in turn, will be assisted in 
the formulation of policy for and operation of their own division by ad¬ 
visory committees. The division of an organization into departments avoids 
the duplication of bosses, gives direct responsibility from top to bottom, 
and yet recognizes and makes use of the functional line of demarcation in 
the work of managing the plant. The line-and-staff form of organization 
is the one that has the support of the majority of the experts in the field of 
industrial management, and it constitutes what we may call the best practice 
at the present time. 

Levels of Management Organization. —Any type of organization, or com¬ 
bination of types, develops a hierarchy of .managerial personnel. There arc 
several layers, or levels, of control from top to bottom. They exist because 
of the limitations of human nature. The span of control for which each 
individual can assume responsibility is limited by his knowledge, energy, 
and personality. A man may be a marked success at one level and yet fail 
at a higher level to which he has been promoted; he has been pressed be¬ 
yond his capacity, or span of control. When an organization grows in size, 
the number of individuals needed at one level multiplies, so that depart¬ 
mentalization comes into the line organization by a natural evolution. As 
in any economic institution, differentiation and integration go forward 
simultaneously. These simple truths, plus the technical problems inherent 

•Richard H. Lansburgh, industrial Management (1928), p. 59. 
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in the production of a specific product, probably account for the wide varia¬ 
tion of organizational types found in actual practice. Each individual plant 
has its own special problems and any attempt to establish one of the three 
technical plans of organization without considerable modification would lead 
to inefficiency of operation. Modern management demands the intelligent 
adaptation of the ideas in any or all plans, to meet the specific needs of a 
given situation. 

The Importance of Planning.—Careful planning is the very heart of 
scientific management. Management must satisfy the customers with respect 
to design, quality, quick delivery, and price; but in accomplishing these 
objectives a conflict must inevitably arise with a quite different objective— 
low costs of production. Efficiency demands that every aspect of the business 
be carefully planned in advance, and effective controls must be established 
to insure proper adherence to the specific provisions of the plan that is 
adopted. On the production side, for example, management must consider 
the priority of manufacturing orders, the preparation of materials for the 
filling of these orders, the setting up of the necessary equipment, and the 
provision of trained workers. All must be planned far in advance so that 
production will proceed steadily. Routing clerks arrange the path of the 
materials through the plant and designate who shall do the work; scheduling 
clerks designate when each operation shall be performed and how long 
each shall take to complete; despatching clerks provide for the efficient use 
of equipment and men, and see that the plans of the routing and scheduling 
clerks are carried out. Where the belt conveyor system can be used a mechan¬ 
ical control is provided for the speed of the conveyor, which will require 
every worker “on the line” to maintain a steady pace. It is a fascinating 
sight for the uninitiated to watch the progress of a motorcar from the time 
the first unit of the chassis is placed on the conveyor to the last operation of 
placing gasoline in the tank and driving the assembled car off the line on 
its own powe^. Where such mechanical controls are impossible, considerable 
clerical work is essential, giving rise to a system of cards and records which 
guide and control progress through the process of production. Follow-up 
work is an important part of this aspect of control. 

But planning is not restricted to the physical production or form utility 
activity of a plant. Every part of the plant, from budgeting by the finance 
department to the forecasting of demand and distribution by the sales de¬ 
partment, requires intelligent planning and control, for the rewards of 
success are great and the penalties for failure heavy. Wise planning and 
control reduces the size of inventories that must be carried, prevents idle 
capital and idle men from adding to costs, reduces unnecessary waste, and 
keeps the business abreast with consumer needs. Many experts advocate 
the concentration of all planning in one department, and this appears to be 
the rule in small plants. But large establishments tend to decentralize con- 
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trol, or to use a combination of centralized and decentralized organization. 
This latter policy permits a general coordination of activities without danger 
of the planning men losing touch with the actual conditions of operation. 

Scientific Job Study.—It is in the approach to the individual job for the 
individual worker that the fame of scientific management has largely rested. 
It is here that Taylor did his best work in applying scientific principles to 
the problems of industry. According to Taylor, there are four principles 
that must be kept in mind if the desire of the employer to obtain what he 
wants—low labor cost, and the desire of the worker to obtain what he wants 
—high wages, are to be secured. “First, each man in the establishment, high 
or low, should daily have a clearly defined task laid out before him. This 
task should not in the least degree be vague or indefinite, but should be 
circumscribed carefully and completely and should not be easy to accom¬ 
plish. Second, each man’s task should call for a full day’s work and, at the 
same time, the workman should be given such conditions and appliances as 
will enable him to accomplish his task with certainty. Third, he should be 
sure of large pay when he accomplishes his task. Fourth, when he fails, he 
should be sure that, sooner or later, he will be the loser by it.”^ The first 
two of these principles require scientific study as to the best way of doing 
the job, the planning of work ahead, and the giving of careful instructions 
to the worker as to how to proceed. The last two principles necessitate the 
development of a system of wage payment which rewards gcx>d work by 
extra pay and penalizes unsatisfactory work in some manner. 

A considerable part of the restriction of production in industry, resulting 
from the failure c^f the men to work to the fullest extent of their capacity, 
grew out of the failure of management to have an adequate understanding 
with the men as to just what constituted a fair day’s work. If the workers 
worked too hard their rates were cut, management feeling that they were 
earning too much; and after the rates had been cut several times, the 
worker simply solved the problem by keeping up a fair rate of speed and 
refusing to increase the output beyond that point. Each man worked in his 
own way with whatever knowledge he had picked up through his contacts 
with other workmen or through his own experience in work at the trade. 
The scientific way of going at the problem of the individual worker’s job 
is to find out through experimentation the one best way the job can be done. 
All the workers on each kind of work can then be taught this one best way. 
A careful analysis of the motions involved in a certain operation, making 
use of the stop watch to record speeds, will yield a fund of data that will 
serve as a basis for generalizing as to the best way of doing that operation 
or job. After allowing for rest periods and other necessary causes of lost 
time, a fair day s work can be determined; and all the employees, after being 

•F. M. Taylor, Shop 'Management (1911), p. 1368. 
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taught the new method, can be held strictly to such a standard in their per¬ 
formance. Such a standard is not a guess. It is not the result of custom. 
It is not due to the whim of the employer. It is the result of scientific study. 

Two examples will serve to illustrate the method. The most famous of 
all time and motion studies is that made by Taylor in the unloading of such 
materials as ore, gravel, coke, pig iron, and sand from railway cars, and the 
shoveling of these materials upon piles for use in the blast furnaces of the 
Bethlehem Steel Company. The simple operations of this work were: pick¬ 
ing up of a shovelful of material, walking with it on the level some distance, 
throwing it down either into a car or upon a pile, and walking back again 
to get another load. But this work was analyzed as a time-and-motion study, 
with a view to ascertaining the most efficient way in which it could be done. 
The average production per man was from twelve to thirteen tons of pig 
iron a day. After the study had been made, and the results put into opera¬ 
tion, the men doing this work were carrying and loading from forty-five to 
forty-eight tons per day, and apparently with less strain and effort than 
previously required in carrying the smaller quantity. Their earnings in¬ 
creased about sixty per cent. A second interesting study of a very simple 
job was made by another expert in the handling of outgoing mail in a large 
office.^ The saving of just one motion per letter is important when several 
thousand are mailed a day. Before the study was made the girls were per¬ 
mitted to fold and seal the letters in their own way. A short observation of 
their work showed there was much room for improvement. Each motion 
required to fold the letter, pick up its inclosure, pick up the envelope, and 
insert the letter in the envelope, was carefully analyzed and an effort made 
to improve on the existing practice. After the final work on the experiment 
was done, the output was four times greater than it had been when the girls 
were allowed to do the work in their own way. 

There are other merits which result from these studies. Motion analysis 
brings out clearly the strong and weak points of equipment. The studies 
furnish excellent bases for establishing incentive wages which induce the 
workers to exercise their full capacities by the assurance that they themselves 
will profit by their effort. Difficulties of course exist. It is always rather hard 
to determine just what the allowance for fatigue should be. Our modern 
studies of fatigue in industry indicate that the development of poisons in the 
blood, resulting from overwork, not only affect the efficiency of the worker 
at the time, but tend to accumulate in the system and reduce the life and 
efficiency of the employee. The advocates of scientific management declare 
that this can be allowed for, and that a properly managed plant, using the 
most improved methods, will, on the whole, show a gain in the average 
health of the employee. 

^ Cited by R. H. Lansburgh, op. cit., p. 242. 
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Methods of Wage Payment.—High wages do not necessarily mean high 
labor cost, nor do low wages necessarily lead to low labor cost. A high wage 
per man may mean a small labor cost per unit of product, if the worker is 
efficient and working under the best possible conditions. A low wage paid 
to a man who is very inefficient and working with unsatisfactory equip¬ 
ment, under the supervision of inefficient management, may well result in a 
high labor cost per piece. The aim of good management is to keep down 
the labor cost per unit of output, not the labor cost per man. 

The two basic methods of wage payment are the time-rate method and the 
piece-rate method. The time-rate method means paying the workman a speci¬ 
fied amount per hour, per day, or per week, regardless of his output. The 
workman knows ahead of time exactly what he will earn. Under the piece- 
rate system the worker is paid a specified amount per piece completed. His 
wage then depends on the number of pieces he turns out. If he works fast, his 
wage is high; if he works slowly, his wage is low. The difficulty with the 
time rate is that it encourages laxity on the part of the worker. The difficulty 
with the piecework rate is that the worker tends to put out a defective article 
in his rush for a high record of output. Piecework must always be inspected, 
therefore, very carefully; and most plants have very elaborate systems of in¬ 
spection when they operate under the piece-rate method. From the worker’s 
point of view, piecework has a disadvantage in that it tends to drive him. 
Under the time-rate system the foreman must be employed to keep the worker 
busy, but under the piece-rate system the worker drives himself. 

In an effort to meet the difficulties of some of the older methods of paying 
wages, many experiments have been made with the incentive wage-rate plan. 
An incentive wage-rate plan is one that seeks to make the worker’s wage 
directly dependent on his efficiency. The Halsey Premium Plan is one of the 
best-known of these systems. On the basis of the average previous time of 
doing a job, a standard time is set, and the workman is paid a basic rate for 
completing the job within that time. If he completes the job in less than the 
standard time, he is paid a premium in addition to his hourly or daily rate. 
This premium is a certain percentage (usually from a third to a half) of 
the additional wage he would have earned had he worked the full standard 
time. The Rowan Premium Plan is similar, but differs in its method of 
calculating the premium. If the time for completing the job is cut to forty 
per cent, the premium is forty per cent. A third method is the task and 
bonus system. Under this method the task is analyzed under a time-and- 
motion study and a standard time agreed upon for its completion. If the 
task is accomplished, the workman receives a bonus in addition to his 
regular hourly wages for the time worked. The greater the time saved, the 
greater the bonus. If the workman fails to complete the job within the 
standard time, he is paid only the basic rate and forfeits the bonus. His 
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case is then investigated and an effort made to correct the cause of his 
failure. 

Whatever be the method of wage payment adopted, it is important that 
it be used fairly, and not as a device to speed up workers and cut the general 
wage level. Once the workers obtain the idea that they are faced with a 
scheme to bring profit to the employer at their expense, the system is doomed 
to failure. During the period of transition while adopting a new method, 
wages should be increased slowly at first, for the effect of creating an unduly 
high rate and then later being forced to lower that rate creates a very un¬ 
satisfactory condition in the worker s mind, even though the final rate is 
higher than what he was originally earning. 

Management Research.—The earlier conception of scientific management 
as a ‘‘system,” with “efficiency experts” as the directing force, has given 
way to a broader point of view. As stated above, modern management ap¬ 
plies the ideas of Taylor to every phase of plant operation. In place of a 
rigid set of plans, we find the emphasis upon an inquiring state of mind. 
The result has been a continual increase in the stress placed upon experi¬ 
mentation and research. This research touches every aspect of management 
—general administration, merchandising and selling methods, clerical op¬ 
erations, and physical production. Many firms maintain very elaborate 
research staffs. 


C. The Management of Personnel 

The Point of View.—The management of an enterprise is not just a 
matter of utilizing the physical plant, equipment, and materials. Living 
men must be supervised as they perform the duties of plant operation. The 
economist in his study of the problems of plant personnel is faced with 
several possible approaches not always in harmony with each other; and 
divergent viewpoints give rise to conflicting objectives. On one side we have 
the interest of labor as an economic group—the desire for higher wages, 
better working conditions, and the whole gamut of aspirations of organized 
labor. On the other side is the interest of the management and owners. 
Here the primary goals are high managerial salaries, large profits, and maxi¬ 
mum security of invested funds. Cutting across the whole pattern is the 
broader interest of the general public. As consumers we desire low prices, 
improved cjuality, and a maximum output of goods and services. If a new 
machine is invented, labor naturally seeks to protect the workers’ job against 
displacement by the new device; management strives to retain as large a 
share as possible of the gain from it, even if output restriction is necessary; 
and the consumer looks for a larger output at lower prices. 

Each of these separate viewpoints must be examined in a well-rounded 
analysis of industry. Several chapters of this volume are devoted to the labor 
movement. The consumer’s interest runs recurrently through other chap- 
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ters. In the present chapter, we are confining our attention to the personnel 
problem as an aspect of the efficiency of a single enterprise. We want to 
inquire what management can do to create and maintain a relation between 
employers and employees that is consistent with a high level of efficiency and 
profitable results for the owners of the enterprise. This means that to a 
certain degree we here take the point of view of owners and managers, but 
only in so far as that is consistent with the general welfare. 

Personnel Administration.—The branch of industrial management that 
deals with human relationships and attendant problems in an industrial en¬ 
terprise is called personnel administration. It has been defined as “That 
branch of an administrative organization which is primarily concerned to 
enlist the energy, interest, and good will of all the workers in the organiza¬ 
tion, to the end of forwarding the defined objects of that organization with 
the minimum of effort and friction, and with due regard for the welfare of 
the workers.” ^ The primary objective of personnel administration is to in¬ 
crease profits, but to achieve that objective it is necessary to maximize the 
productivity of the individual employee by the maintenance of a working 
environment in conformity with the human aspirations of all workers within 
the plant. Thus it is not neceSvSarily inconsistent with the welfare of labor. 

The Functions of Personnel Administration.—The chief functions of the 
administrators of personnel are concerned with employment, promotions 
and layoffs, health and safety, education, research, employees' services, and 
employees’ reprCsSentation in plant management. In many large enterprises 
the responsibility for all of these functions is centralized in one department 
and the head of that department holds a position of high rank in the or¬ 
ganization. This is the case in such well-known companies as Procter and 
Gamble, The Standard Oil Company of New Jersey, and the Dennison 
Manufacturing Company. Where the geographic location of the separate 
producing units spreads over a wide area, the personnel work is frequently 
decentralized. This is the practice followed by the Du Pont and General 
Electric companies. However, a breaking up of the various functions within 
a single plant at one location is not considered good management; divided 
responsibility weakens effective administration. Concentraton of responsi¬ 
bility in an official of high rank permits coordination of all personnel activity 
and the adoption of general policies for the enterprise as a whole. 

Unfortunately, a large proportion of American enterprises have not as 
yet adopted personnel work as wide in scope as the above. All too frequently, 
the sole responsibility of the personnel staff is the employment service. This 
is especially true in times of depression^ when personnel work may be con¬ 
sidered a “frill” that can be eliminated in the cause of economy. However, 

*Ordway Tcad, “The Field of Personnel Administration,” in Bulletin of the Taylor Society, 
Vol, 8, no. 6, December, 1923. 
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the degree of development of personnel work varies widely from plant to 
plant, becoming generally more important as the size of the enterprise in¬ 
creases and the personal contacts of management officials with employees 
becomes necessarily more tenuous. In a great industrial plant the only point 
of contact between management and men is at the foreman level; hence the 
personnel department must devote much of its time to building a strong 
group of foremen, who will be on good terms with the higher managing 
officials. 

Employment and Placement of Workers.—Perhaps the weakest spot in 
the nonscientific plant’s treatment of the personnel it employs is the hap¬ 
hazard way in which the hiring of new employees is conducted. Often the 
employment bureau is nothing but a place for applicants to report, and the 
hiring decision rests with the individual foremen. Frequently the employ¬ 
ment office is placed in charge of a man with no training whatever along 
that line. In many cases an old employee who cannot be used elsewhere is 
given the job, as a sort of pension. Foremen and poorly trained employment 
managers will not build an effective working staff. 

Job Specifications.—The employment division should have in its posses¬ 
sion a very carefully worked-out list of specifications for every job for which 
they may have to supply a worker. These specifications should be carefully 
written and kept on file. They should describe the personal qualities needed 
to carry on the processes required. Unless the employing official has an ade¬ 
quate conception of the job to be filled, it is impossible for him to obtain 
a man of just the right capacities. 

Sources of Labor Supply.—The most satisfactory source of new labor is the 
circle of friends of the employees. The old saying “Birds of a feather flock 
together” is firmly believed in by employment experts. If a certain plant 
is known as a good place to work, and the employees are contented and have 
acquired a pride in the concern, this constitutes excellent advertising for new 
employees. A second source is the union headquarters, if the industry hap¬ 
pens to be one in which a strong union organization exists. While many 
employers do not like to deal directly with the union on employment mat¬ 
ters, the practice has the double advantage of quickly and easily obtaining 
skilled workers and at the same time giving the union a feeling that it is 
recognized as a factor in the life of the plant. Some concerns use very suc¬ 
cessfully house-to-house canvassing in the immediate neighborhood. This 
gives an opportunity, if skillfully done, to aid in the building of good will 
towards the plant in the vicinity where it is located. Public employment 
bureaus, and the graduates of grammar schools, high schools, and colleges, 
furnish very satisfactory sources. Advertising in the newspaper is effective 
in some cases, but most experts on employment believe that this method 
should be used only as a last resort. The important thing in tapping labor 
resources is to secure the ty|x; that is adapted to the needs of the plant, and 
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the methods used will be directly dependent on the type of industry under 
consideration. 

The Interview.—The employment office should be located conveniently 
and should give an appearance of a congenial and homelike place. A work¬ 
er s first view and impression of a plant is lasting, and the employment 
department bears a great responsibility for making that impression favorable. 
The main task of the interviewer is to see that the applicant feels at ease. 
A minimum of formality should be used by the interviewer so that the appli¬ 
cant will talk frankly about the job he desires to obtain. This means that 
the interviewer should be a skillful, mature person and not merely a clerk 
whose conception of his work is the handing out of application blanks and 
seeing that they are properly filled out and filed. The interviewer should 
also introduce the worker to the plant and see to it that he is acquainted with 
its facilities and is established in his work. 

Tests.—To sort out applicants and locate them in the right work, there 
must be some way by which capacity and skill can be estimated. With the 
developments of modern psychology, various types of test have come into 
use, designed to give in a few minutes an adequate conception of the work¬ 
ers’ native ability and acquired skill. Opinions as to the practicability of 
these tests are varied. Voluminous evidence could be quoted for and against 
their utilization. However, all experts agree that much can be accomplished 
if the tests are given carefully and the results interpreted with due consid¬ 
eration for other pertinent factors. 

The simplest form of test is the performance test, in which the workman 
is allowed to demonstrate his ability on the machine which he is going to 
operate. This method is successful in such cases as the employing of a typist 
or a comptometer operator. The chief difficulty is that the applicant is under 
such a severe strain that he cannot demonstrate his best ability, and quite 
often an excellent employee is lost through his inability to control his nerves 
during the performance test. Trade tests are another widely used type. Un¬ 
der this method the workman is shown pictures of the tools and machines 
which he claims he knows how to use, and is asked to point out certain parts, 
name them, and tell their functions. Questions are prepared, the answers 
to which involve an understanding of the trade. This method is used very 
satisfactorily in machine shops and similar types of work. Third, there are 
the general intelligence tests, such as were used in the army during the two 
World Wars. The effort here is to try to ascertain the general level of intel¬ 
ligence possessed by the applicant. There is a danger that general intelligence 
tests will indicate, not intelligence but knowledge, since the lack of a back¬ 
ground similar to that on which the test was built will result in poor per¬ 
formance. For example, the use of certain industrial psychological tests 
worked out in northern universities showed the white soldiers to have a 
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higher degree of intelligence than the colored, but the answer may be that 
the colored applicant from the southern plantations was unfamiliar with the 
very words and articles used in the test, and failure satisfactorily to answer 
the questions in problems put before him may have been due to lack of 
knowledge rather than to lack of native intelligence. Finally, we have the 
special ability test, where the worker is tested for some specific characteristic 
(e.g., steady nerves or keen eyesight) that is a very important factor in the 
success of the job for which he is applying. 

It must be remembered, however, that while tests are useful, there is a 
danger in too great a reliance on them. After all, a great deal of the success 
in sizing up a man is dependent upon the examiners’ skill at observation. 
Some individuals have an uncanny ability to size up other persons; others 
lack this ability entirely. 

Promotions, Transfers, and Layoffs. Rating Systems.—A well-developed 
personnel office assumes partial responsibility for all promotions, transfers to 
other jobs and layoffs. In each of these cases a definite policy should be 
established and all employees given a clear understanding of that policy. In 
recent years the use of so-called rating systems has come into vogue. For 
example, the United States Civil Service Ojmmission requires periodic rating 
of all civil service employees. The Service Rating Form requires judgment 
on: (i) quality of performance, (2) productiveness, and (3) qualifications 
shown on the job. The first group covers thoroughness, dependability, ac¬ 
curacy, neatness of work, skill in handling equipment, cooperation with 
others. The second group covers productivity, industry, interest in work, 
speed and promptness in work. The third group covers initiative, ability to 
work with others, judgment, ability to learn and profit by experience, and 
similar qualities. The employees immediate superior rates him, and the 
next higher officer reviews the rating. Employees receive a report on the 
final grade and have the right to appeal to the Civil Service Commission. 

The fundamental difficulty with all rating systems is that they rest to 
a considerable degree on personal judgments. Objective ratings on output 
per man are easy to make, and are accurate; but estimates of initiative, co¬ 
operative spirit, and qualities of leadership must be subjective, which makes 
them open to the prejudice and bias of the rating officer. The issue becomes 
especially acute where seniority systems exist and where pension systems are 
in force. The subjective ranking by the rating officer may be vigorously chal¬ 
lenged by higher officials and by the employee himself. 

The case for rating systems admits these difficulties, but argues that all 
promotions, transfers, and layoffs necessarily involve opinions of supervising 
officers,, and the democratic, fair way to meet the situation is to require 
complete reporting of a number of diverse qualities in writing rather than 
to rely upon an oral, single generalization. Prejudice and bias enter in both 
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cases, but become more obvious when estimates of many qualities are re¬ 
quired. Also, since several men rate each individual periodically, over the 
years a file accumulates that discloses biases and gives a consensus of many 
opinions. This is especially important in cases of layoffs, where personal 
feuds, favoritism, or antiunion sentiment on the part of his superiors may 
be charged by the employee. 

Many enterprises are reluctant to give the personnel office much control 
of promotions, transfers, and discharges; but there is an increasing tendency 
in this direction. Rating systems have played a part in the trend because both 
the mechanism of making the rating and the settlement of disputes over 
ratings demand a centralized control. 

Health and Safety.—With the employment of a new man should go a 
complete physical examination. Unless a man is in good health he cannot 
be an efficient worker. Only lately are we learning the important bearing 
on general efficiency and well-being of such factors as defective teeth, weak 
lungs, and undernourishment. The modern personnel department maintains 
a plant hospital and plant dental office, each equipped with trained experts 
and freely available to the employees of the plant. The introduction of such 
medical and dental work usually is opposed by the employees and requires 
very tactful handling to function successfully. Accident prevention and the 
development of sanitation programs also fall within the province of the di¬ 
rector of health and sSafety. 

Education.—No employee should be permitted to take his place until he 
is properly trained for the work he is supposed to do. One very good method 
of training new employees is the so-called “vestibule school.” Before the new 
employee is given work in the plant proper he is placed in a training room 
where he is instructed in the work he is to do. This eliminates the wasteful 
practice of letting a man pick up the knowledge of his occupation by expe¬ 
rience and contacts with fellow workmen. The old apprenticeship system 
does not operate successfully in large-scale specialized plants and has long 
ceased to function. Education of the worker, in a broader sense, can be 
fostered through the development of workers’ classes, evening schools, and 
cooperation with the educational institutions in the vicinity of the plant. Ade¬ 
quate training of foremen is a very vital part of the educational program. 
If the institution has a library or a plant magazine, the supervision of these 
activities falls within the department’s scope. 

Most industrial plants have been very lax in extending educational facili¬ 
ties. Such work is quite often considered a needless overhead expense, de¬ 
vised by some scientist or critic of industry who knows very little about the 
technical problems. This attitude is fast giving way to a more progressive 
belief, that the way to obtain efficiency is to have each man in the organiza¬ 
tion as well-trained as his capacities permit. A well-trained man is a valuable 
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asset to the business. Not only does he himself produce a greater output, 
and perhaps of better quality, but the overhead charge is reduced, since a 
larger output is obtained from each machine, and the upkeep of the equip¬ 
ment can be maintained with less expenditure of time and money. 

Research.—In industrial enterprises operating under scientific manage¬ 
ment and making use of time-and-motion studies, a personnel department 
should be charged with the duty of making the job analyses required, 
along with any other technical analyses necessary, such as the study of 
fatigue. A trained staff is required to do this work, and such a staff can best 
be administered under the personnel department, for new methods can be 
introduced effectively only if the cooperation of the men is secured. A hostile 
attitude of the workers will defeat scientific progress. Studies of labor turn¬ 
over, absenteeism, the efficiency of individual workers, the efficiency of vari¬ 
ous production methods, and similar matters, can claim the attention of the 
research experts. 

Employees’ Service.—Plants maintaining athletic activities, musical activi¬ 
ties, restaurants, and other agencies of employees’ service are constantly in¬ 
creasing in number. The chief advantage of this type of work is that it 
builds up an esprit de corps among the workers of the plant. There is always 
a danger that workmen will misunderstand the purpose of these service 
activities. Often, as a matter of fact, suspicion is justified; for frequently 
these activities are established by the management solely for the purpose of 
reducing unrest in the plant. At a certain plant in a textile district, the open¬ 
ing of a country club in a near-by suburb, with swimming pool, tennis, and 
general recreational facilities, was very much opposed by the workmen. To¬ 
day, if that same company sought to remove the country club, it would 
probably find a strike on its hands. The idea lias been completely “sold” to 
the workers. They help to support the country club, attend it in large num¬ 
bers, and arc very proud to talk about it to their friends outside the plant. 
The success or the enterprise was the natural result of a sincere purpose on 
the part of the management to promote friendly relations. Other plants could 
be found in which years of effort to build up service activities have failed to 
eliminate hostility on the part of the workmen. The service division must 
be a cooperative enterprise of the management and the employees. If it is 
paternalistic in nature, it fails to achieve its purpose. 

Plant Morale and the Attitude of Labor.—Several times in the foregoing 
discussion we have called attention to the need for care in maintaining a 
correct mental attitude on the part of the workmen towards the management. 
Maintaining the morale in the plant is the most important single function 
of the personnel administrator and his department. If he succeeds in build¬ 
ing up cooperation and understanding between the management and the 
employees, the department’s activities will be a success, almost in spite of 
any other defects its plans may contain. On the other hand, the finest possi- 
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ble system of employment, health and safety, production, education, research, 
and employees’ service will fail disastrously if hostility, suspicion, and antago¬ 
nism remain in the worker’s mind. The best way to protect the department 
against the breaking down of morale is to introduce innovations slowly, 
making sure at each step that the workman understands and sympathizes 
with what is being done. 

There is always a danger that the welfare of labor will be disregarded. 
Scientific management has for this reason faced the opposition of organized 
labor. The basic principle of unionism, if one may be permitted to point out 
one principle, is class consciousness. The workers believe that their lot is 
a common one, that they stand or fall together; and unity of wage standards 
is to a great measure their goal. The viewpoint of scientific management is 
just the opposite. It deals directly with each individual worker, endeavoring 
to make his reward proportionate to his own ability and output. The basic 
principle in the scientific management of men is to tie up individual effort 
with individual reward. The unions believe it reduces both the skill of the 
workmen and their responsibility. All methods are dictated by management. 
A long process of education will be necessary before some of these difficul¬ 
ties are ironed out. Success depends largely on the spirit and ability with 
which management attacks the problem. If business executives are sympa¬ 
thetic and make the transition gradually, always squarely facing the prob¬ 
lems of the worker, success will no doubt result. Recently organized labor 
has taken a stand in favor of scientific management, if the rights of workers 
are at the same time protected. Here is an important area of conflict that 
must be resolved. 


Summary 

The attainment of abundant production depends partly on the efficiency 
with which individual business enterprises are managed. By the application 
of scientific methods to management, first advocated by Frederick W. Tay¬ 
lor, more efficient operation has been realized. Improvement in management 
is limited, however, by the scarcity of managerial ability, by industrial con¬ 
centration, by the policies of organized labor, by the size of demands for 
products, and by such factors as the legal framework of society and the 
phrases of the business cycle. 

A well-managed enterprise should be located advantageously with respect 
to raw materials, power, markets, labor supply, climate, transportation, and 
the like. Its building should be of modern construction, fireproof, well 
lighted, and adapted to the work it must do. The plant organization should 
usually be of the line-and-staff type, which combines the military type, in 
which a hierarchy of authority descends from the highest executive down 
to the individual worker, with the functional type, in which a number of 
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parallel specialized executives direct various phases of the business. The span 
of control for which each individual is responsible is limited by the knowl¬ 
edge, energy, and personality he possesses. Careful planning of every aspect 
of the business is the very heart of scientific management. 

Each job should be scientifically analyzed to discover the best method of 
performing it. Workers should be taught this method and their co<)peration 
secured by giving them a share in the savings which result. Wages may be 
paid by the time or by the piece. The best methods combine these—a bonus 
above time wages is paid for completing trhe work assigned in less than the 
average time. The devidopment of experimentation and research is an essen¬ 
tial part of true scientific management. 

Increasing attention to the human problems of industry has led to the 
adoption in progressive plants of personnel departments, headed by personnel 
administrators. Their function is to increase efficiency by more careful at¬ 
tention to employees’ needs and morale. This involves scientific employment 
of workers, based on job specifications, cultivation of suitable sources of 
labor supply, and the effective interviewing and testing of applicants. The 
personnel department must also take care of transfers, promotions, and dis¬ 
charges, and it maintains facilities for health, safety, education, research, 
recreation, employees’ representation, and the like. On the personnel depart¬ 
ment must fall the burden of maintaining high plant morale and a spirit of 
cooperation between men and management. The cooperation of organized 
labor must also be sought. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

All students of scientific management should read the three chief works of 
Frederick W. Taylor, Shop Management (1911); The Art of Cutting Metals, 
presidential address before the American Society of Mechanical Engineers, De¬ 
cember 1906; and Principles of Scientific Management (1919). General texts of 
high quality in the field of industrial management are: Richard H. Lansburgh 
and W. R. Spriegel, Industrial Management (1940); C. Canby Balderston, Vic¬ 
tor S. Karabasz and Robert P. Brecht, Management of an Enterprise (1937); 
Elmore Petersen and E G. Plowman, Business Organization and Management 
(1941). The first of these texts made a heavy contribution to this chapter. The 
last was the basis for our paragraph on “Levels of Management Organization.” 
It contains an extensive bibliography on the entire field of industrial management. 
For a case study of the introduction of scientific management into one plant see 
G. B. Babcock, The Taylor System in Frani^lin Management (1918). An inter¬ 
esting, short interpretation is Dale Yoder’s, Ljibor Economics and Labor Prob¬ 
lems (i933)> Chapter XIX. For a vigorous critical analysis of the philosophy of 
scientific management see J. A. Hobson, Worl^ and Wealth (1921), Chapter XIV. 

Liberal use was made of Personnel Administration (1933), by Messrs. Tead 
and Metcalf, in writing the original draft of our section on that topic. The best 
recent general work we believe to be J. E. Walters, Personnel Relations (1945). 
Chapter VII of this book gives a description of several well-developed industrial 
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rating systems. Mr. Walters also includes an unusually complete bibliography at 
the end of his volume. Also excellent are Personnel Management (1941) by Scott, 
Clothier, Mathewson and Spriegel; and Dale Yoder, Personnel Management and 
Industrial Relations (1942). The latter work is well done and somewhat broader 
in scope than the other volumes here listed. 



CHAPTER 


I I I 


Industrial Concentration and the Problem of 
Monopoly 


A. The Scale of Industrial Operations 

The Optimum Business Unit .—1 he size of a business enterprise varies 
from industry to industry. In steel and automobile manufacturing, for 
instance, giant corporations dominate the field. In agriculture, at the oppo¬ 
site extreme, the typical enterprise is a small, individual farm. The differ¬ 
ences are presumably due to the fact that a certain size of business is best 
adapted to the conditions of a particular industry. Hence, it comes to prevail 
there. The size and form of business organization which is best adapted to 
its particular industry at a given time is known as the optimum business 
unit, or the optimum firm. It may be defined as that organization of business 
enterprise which, in given circumstances of technology and the market for 
its product, can produce its goods at the lowest average costs in the long run. 

In any particular industry the optimum business unit will depend upon 
a balance among a number of factors that make for efficiency or inefficiency 
in relation to the size of the firm. Mr. E. A. G. Robinson, an English econo¬ 
mist, has classified these factors as technical, managerial, financial, market¬ 
ing, and those having to do with the assumption of risks. All of these factors 
are closely related to the size of the business establishment. Existing tech¬ 
nology may require the use of very heavy plant and complicated, expensive 
machinery in one industry, or small plants with relatively light and inex¬ 
pensive equipment in another. The managerial problems may be complex, 
calling for a large supervisory staff and an expensive organization; or they 
may be simple, so that they can easily be supervised by one or two execu¬ 
tives. The labor operations may be of such a character that they must be 
carried on by a few very highly skilled men, working mainly on their own 
initiative; or they may call for large numbers of unskilled men, working at 
routine tasks under organized supervision by a staff of foremen and other 
executives. The market may be national or international, and readily served 
by a few large producing establishments; or it may be local and restricted, 
calling for scattered small establishments in close contact with consumers. 

The Tendency Toward Large-Scale Organization. —In many industries 
the size of the optimum business unit appears to have been growing steadily 
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larger over a long period of years. Whereas production was formerly carried 
on in many small, scattered shops, each employing but a few men and turn¬ 
ing out a small quantity of product, today we are accustomed to huge manu¬ 
facturing establishments, representing the aggregation of great quantities of 
capital, employing hundreds—in some cases thousands—of men, and with 
a very large output of goods. This phenomenon is known as large-scale 
production. It is characteristic of a very wide area of modern industry. The 
reasons for the spread of large-scale production are to be found in econo¬ 
mies which make the optimum unit large in the industries concerned. 

While it is probable that all industries will find large-scale production 
methods advantageous to some extent, the degree of advantage is not equally 
great in all cases. The industries in which the tendency to large scale is most 
evident are the following: 

(1) Industries handling a very heavy, large product. The iron and steel 
industry, for example, requires overhead cranes, railways, great furnaces, and 
similar equipment. The same is true of the manufacture of locomotives, 
railway cars, and ships. 

(2) Industries requiring an elaborate, complex plant, extending over 
wide territory, such as railroads, gas and electric companies, telephone and 
telegraph lines. 

(3) Industries in which the raw material is of a homogeneous character, 
thus making it possible for the course of production, from raw material to 
finished product, to take the form of one uniform and continuous process. 
This is especially true where the raw material is in the form of a powder 
or liquid. In the manufacture of paper, for instance, the wood fiber, reduced 
to liquid form, passes automatically through a sequence of operations, includ¬ 
ing a series of rollers, and comes out as finished paper. The milling of wheat, 
and the refining of crude petroleum, are further illustrations of continuous, 
uniform processes. Very similar to these industries are others using raw 
materials which, while not perfectly homogeneous, are enough so to apply 
the continuous technique. Meat packing is such an industry. Every animal 
is slightly different, but the numerous operations arc continuous and uniform 
for each animal slaughtered. . 

(4) Closely allied with industries utilizing homogeneous raw materials 
are those where the assembling of complex mechanisms is an important 
factor. The production of automobiles, typewriters, and watches illustrates 
this group of industries. The conveyer belt of the automobile assembly plant 
has become the symbol of large-scale production throughout the world. 

(5) Frequently a natural resource, such as lead or zinc, is found only in 
limited, localized territory. This renders concentration in a few large estab¬ 
lishments very easy, so that the firms in such cases tend to be large. 

(6) In many instances the enterprises engaged in the final distribution 
of commodities to the ultimate consumer obtain economies by virtue of their 
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great size. The growth of urban department stores, chain stores, and mail¬ 
order houses demonstrates this truth. Here the advantages lie primarily in 
the economies of buying and selling, but the reduction of plant overhead, 
better utilization of the labor force, and other factors are important. 

(7) Finally, industries engaged in risk assumption, such as insurance 
companies, tend to be large in size, for it is then possible to spread a great 
number of individual risks over a wide area. 

The Survival of the Small Firm.—In spite of the advantages of large-scale 
processes, there are a number of factors which tend to limit the extent to 
which plant and equipment can be economically expanded. 

Technical factors cause the size of the optimum firm to be rather small 
in many industries. The loss of efficiency which would result from expand¬ 
ing the plant beyond a certain size makes it more profitable to duplicate 
rather than enlarge the producing unit. Agriculture appears to be such an 
industry. Here, large-scale methods can be introduced only by increasing 
the acreage under cultivation. Moreover, the entire agricultural process lacks 
the uniformity and routine essential to the development of the division of 
labor and standardization. The textile industry is another industry in which 
the technical optimum is small. Only up to a certain point does the expan¬ 
sion of scale yield greater economies. Thus, textile machinery tends to be 
used in relatively small units, and factories are duplicated rather than en¬ 
larged. 

Standardization often tends to decentralize an industry almost as much 
as it tends to concentrate it. For example, the standardization of automobile 
parts made it possible for the small producer to specialize in the manu¬ 
facture of small parts, often producing with lower costs than the major 
plants engaged in automobile production. 

The development of very large firms has also been limited somewhat by 
the management factor. An excessively large firm is unwieldy, and difficult 
to supervise and coordinate. 

The size of a firm’s market is another factor which tends to limit its size. 
Clearly, a concern which produces a specialty for which there is a very small 
demand can scarcely become very large. Similarly, an industry whose prod¬ 
ucts cannot be readily transported will tend to supply a restricted market. 
However, as transportation improves, and new methods of shipping evolve, 
markets are widened, and the size of firms in the industry affected tends 
to increase correspondingly. 

In addition to the technical factors which conduce to the development of 
relatively small firms, there is at least one other factor which has led to the 
survival of the small establishment—the desire of many individuals to be¬ 
come their own “bosses.” Often this desire is so intense that the small 
enterpriser is a hard man to dislodge, even in certain industries in which 
technical factors make the optimum size large. 
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Similar to this factor is the matter of convenience to customers. A location 
near to the homes of buyers, and the personal relation between the small 
shopkeeper and his patrons, enable small retail stores to survive in spite of 
competition from chain, department, and mail-order establishments. 

Industrial Integration.—Firms may grow larger in size by expanding 
from within, while retaining their separate, independent existence. This is 
large-scale production without combination of competing enterprises. But 
the trend toward increasing the size of the business unit often takes the 
form of a union of several formerly independent firms under centralized 
ownership or management. This process of combining several firms into 
one larger unit is called integration or combination. It may or may not be 
accompanied by changes in the operation of the plants as technical producing 
units. Each may continue in operation on the same scale as before, or one 
or more of them may be abandoned in order to concentrate the production 
in a smaller number of more efficient establishments; but the significant point 
is that they no longer compete with each other, because they are centrally 
controlled. 

Horizontal, Vertical, and Lateral Integration.—There are three different 
types of integration, the first of which is called horizontal. Horizontal in¬ 
tegration is the combining of numerous establishments all operating in the 
same stage, or level, of production. A very common example is the chain 
store. The Great Atlantic and Pacific Tea Company has hundreds of stores 
retailing food products throughout the United States. The old whiskey 
combination was primarily an integration of distilleries, and the sugar com¬ 
bination an integration of refineries. The control of a stage of production, 
if reasonably complete, gives enough economic power to establish a mo¬ 
nopoly; hence, our early “trusts” usually assumed the horizontal type of 
organization. But there are many legitimate economies to be gained. Wastes 
of competition are avoided, better standardization of products is possible, 
cross freight shipping can be reduced, demand and supply can be more easily 
balanced, thereby reducing costly, irregular production, and finally, buying 
and selling can both be more efficiently handled. 

Where several or all of the stages of production are placed under a single 
organization, it is known as vertical integration. This type of integration 
frequently tends to develop out of horizontal integration by reaching back¬ 
ward to control sources of materials and forward to control outlets to con¬ 
sumers. Rubber manufacturing companies may own their own plantations; 
paper mills frequently produce their own paper pulp; printing firms may 
own paper mills; large tobacco companies may own their own retail outlets. 
The iron and steel industry is the best example of vertical integration. The 
United States wStecI Corporation has its own iron and coal mines, blast 
furnaces, steel mills, fabricating plants, and even its own railroads. All such 
vertical integrations enjoy in large measure the economies that are open to 
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horizontal combinations, and in addition they reduce the costs o£ middlemen 
and they coordinate the successive stages of production. 

The term lateral integration has been used to denote the branching out 
of a business into various side lines by the absorption of other firms whose 
products are more or less loosely associated with the main activity of the 
[>arent company. It can also be called complex integration. 

This type of integration may evolve out of the development of by¬ 
products, as in the case of the chemical industry. For instance, the famous 
Du Pont Company has spread out laterally over a very wide field from an 
early start as producers of explosives. The manufacture of these explosives 
involves the production of certain cellulose compounds that are also basic 
to many other important products, including rayon, artificial leather, and 
plastics. Hence, there began a general chemical industry which today in¬ 
cludes dyes, paints, toilet articles, artificial leather, rayon, nylon, cellophane, 
plastics, synthetic rubber, and a host of others. The company has also 
bought large stockholdings in other enterprises that buy its products, the 
most outstanding example being in (jeneral Motors Corporation, much of 
whose stock is owned by the Du Pont organization. Sometimes a company, 
in absorbing a firm producing one of its raw materials or parts, may acquire 
with it a side line having very little connection with its own product. This 
happened, for instance, when General Motors Corporation purchased the 
Delco Company. The latter was a large producer of automobile electrical 
ccjLiipmcnt, but it also manufactured one of the most widely used systems 
for farm lighting. An automobile manufacturing corporation thus found 
itself in the business of supplying farm-lighting equipment. 

It is not uncommon, however, for large firms to spread out in divers 
directions that cannot be explained in terms of by-products or the absorption 
of related side lines. The meat-packing industry in the United States is a 
striking case of almost every conceivable kind of expansion. The four big 
packervS—Armour, Cudahy, Swift, and Wilson—own and control railroads, 
high-speed electric lines, land development companies, printing houses, ren¬ 
dering plants, cotton oil companies, newspapers, magazines, railway terminal 
facilities, banks, packers’ machinery companies, cold storage plants, ware¬ 
houses, canning compaflies, and slaughtering companies. The actual prod¬ 
ucts produced by these four packers, as listed by the Federal Trade 
Commission in 1919, numbered over six hundred,^ and this did not include 
the products of the subsidiary and allied companies. Commodities in the list 
ranged all the way from bearings for railroad cars to condensed milk. 

Where the products combined in a lateral integration have a fairly close 
relationship with each other, all the advantages of both horizontal and verti- 

^ Report of the Vederal Trade Comfynssion on the Meat-packing Industry. Summary in 
Part I (June 24, 1919). See especially the chart opposite p. 46. 
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cal integration are derived. In addition, there is a better coordination through¬ 
out the associated industries. The movement of raw materials to factories, 
of finished goods from factories to marketing outlets, and the handling of 
by-products, are closely tuned to each other by virtue of unified management. 
But, where the different lines of activity combined have no natural relation¬ 
ship, it is doubtful if there is any substantial gain. In this case, such integra¬ 
tion represents a sort of economic freak, resulting from overzealousness or 
desire for power on the part of its promoters. 

Integration in Relation to Optimum Size.—An important issue of social 
policy is raised by the question whether the movement toward integration 
is a response to natural forces making for an optimum organization of in¬ 
dustry, or whether it is merely a manifestation of a struggle for power and 
monopoly privileges on the part of business men. We have seen that not 
all the influences that determine the size of the optimum business unit work 
in the direction of large-scale enterprises. Some work one way and some 
another. The enterpriser must strive to form the type of organization that 
will achieve the best balance of all the factors in each individual case. Never¬ 
theless, it is apparent that on the whole, the pressure of optimum influences 
works in the direction of larger business units. Integration is one way of 
working out this tendency and, furthermore, it is often a means by which 
the conflicting factors relating to size may be reconciled. The chain store, 
for instance, combines the advantages of a small retail marketing unit with 
those of large-scale purchasing, financing, packaging, and management. 

However, integrations have not always been successful. Many of them 
have not effected a reduction in the costs of production, and not a few of 
them have been business failures. One reason for this probably is a scarcity 
of managerial ability. To handle the affairs of a very large organization effi¬ 
ciently calls for qualities possessed by few persons. There are not many 
Rockefellers or Fords. Hence, it is possible for an enterprise to grow be¬ 
yond the capacity of its managers to direct it efficiently. Failure may be the 
penalty for this mistake. It must be said also that the promoters of indus¬ 
trial combinations are not always actuated by the desire to reduce costs 
through a more efficient organization. Rather, they are seeking to make 
quick profits from promoting the mushroom growth of a corporate consoli¬ 
dation or to increase business profits by eliminating competition, and thus, 
freed from forces that would ordinarily hold their prices down to a reason¬ 
able level, exact exorbitant prices from consumers. Sometimes it is sheer love 
of power that leads men to build up giant enterprises. 

There are some cases where the optimum unit in a given industry is so 
large that there may be room for only one such organization in a particular 
market. In such a case, the industry tends naturally toward monopoly. In 
the majority of cases, however, the market is large enough to make room 
for several optimum firms; and in some industries, the optimum unit is so 
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small in relation to its market that many competing enterprises are likely 
to prevail. The social interest demands that the optimum form shall prevail 
in each case, and social policy should be framed with this end in view. 

B. The Decline of Competition and the Rise of Monopoly 

Degrees of Monopoly and Competition.—We must not suppose that in¬ 
dustries can be divided sharply into two broad categories of monopoly and 
competition, for the one shades off into the other without a sharp dividing 
line. Four general types of situation are recognized by economists, as follows: 
(i) pure monopoly —where there is only one seller of a certain good; (2) 
oligopoly —where there are only a few sellers of a given good; (3) product 
differentiation —where several or many sellers offer goods which are similar, 
but not quite identical; (4) pure competition —where there are a great many 
sellers of identically the same good. 

It will be seen from this that a pure monopoly exists only when the 
entire supply of a given gocxl is in the control of a single seller, or a group 
of sellers acting in close agreement. Monopolies are seldom so complete; 
and even where they do exist, there is usually competition from substitute 
products. For instance, a pure monopoly of coal would have to compete with 
the producers of fuel oil, gas, and water power; and if all automobile fac¬ 
tories were owned by one concern, it would have to reckon with such other 
means of transportation as railways, airplanes, and even horse-drawn vehi¬ 
cles and bicycles. 

On the other hand, an element of monopoly may be present where there 
is more than one independent seller if the number competing is quite small 
(oligopoly). In some industries the size of the optimum plant is so large 
in relation to the market that there is not room for many concerns. This 
is clearly true for locomotives. In the manufacture of steel rails, gasoline, 
and raw copper a few large producers dominate. Where such a situation of 
oligopoly prevails, the several sellers realize that they have more to gain by 
a policy of “live and let live” than by competing too actively with each other. 
Hence, their behavior will tend toward monopolistic practices. 

Even where the number of sellers is large enough to generate keen com¬ 
petition, there may be certain producers who enjoy preferred positions be¬ 
cause of some real or claimed advantages which distinguish their product 
from that of their rivals (product differentiation). There may be a patented 
feature (e.g., the noiseless typewriter), a well-established brand (e.g., the 
name Kodak), or a superiority in design. Such cases give a special control 
over the market, and when combined with oligopoly, the monopolistic ele¬ 
ment may be very strong. 

Pure competition exists when there are a great many sellers whose prod¬ 
ucts arc all identical and no one seller controls a large enough part of the 
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total output to exert an appreciable influence on price. If a seller controls a 
large enough part of the supply to affect the price by withholding or increas¬ 
ing his offerings, then some element of monopoly is present; there has been 
some decline in the degree of competition. In purely competitive markets, 
such as those of the grains (wheat, oats, rye, and so on), the seller must take 
the market price as he finds it. Pure competition now prevails in very few 
industries. It is characteristic of agriculture, but even here government in¬ 
tervention virtually unites farmers in a policy of monopolistic agreement. 

For our present purpose it is sufficient to use the term monopoly broadly, 
to cover all those cases where there is a substantial measure of centralized 
control in an industry. 

The Growth and Extent of Industrial Concentration.—It has been esti¬ 
mated that the 594 largest corporations in the United States in 1933 owned 
about 53 per cent of the total assets of all those corporations which made 
income tax reports in that year.“ The 211,586 smallest companies, although 
they comprised more than half the total number of corporations reporting, 
owned only 1.4 per cent of the total assets. More dramatic, perhaps, is the 
estimate of Messrs. Berle and Means that in 1930 the 200 largest corporations 
in America (each with assets of more than $90,000,000) controlled 49.2 per 
cent of all nonbanking corporate wealth, 38 per cent of all the wealth invested 
in business (both corporate and noncorporate), and 22 per cent of the wealth 
of the entire nation.^ It is needless to add that this concentration gave to 
those in control of the 200 corporations a considerable degree of monopolistic 
power. 

It is possible to divide the industries of this country roughly into two 
broad classes with respect to the degree of concentration that prevails in 
them. In the first group we may place those industries which are charac¬ 
terized by a great many small enterprises, and in which, consequently, active 
competition is the rule. This group will include agriculture, wholesale and 
retail trade, personal service, building construction, and a miscellany of 
smaller businesses. Altogether there are about 10,500,000 business units in 
these industries. The second group consists of those industries which are 
characterized by a relatively small number of large firms and in which, 
consequently, there is a considerable degree of concentration and monopoly. 
It will include transportation, public utilities, manufacturing, mining, and 
finance. There are less than 500,000 firms in this group, but they produce 
more than 45 per cent of our total national product.^ In many industries 
of this last group there is clearly a condition of oligopoly. For instance, 

•Alfred L. Bcrnhcim, Ed., Big Business, Us Growth and Its Place (1937), p. 5 - 

*A, A. Berle and G. C. Means, The Modern Corporation and Private Property (1932), 
p. 32. 

* Clair Wilcox, Competition and Monopoly in American Industry, Temporary National 
Economic Committee Monograph No. 21 (1940). 
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according to the census of manufactures, there were in this country in 1937 
only three linoleum factories, twelve locomotive building establishments, 
twenty-five smoking pipe factories, thirty-four cigarette factories, thirty-eight 
piano factories, fifty-five wool carpet and rug mills, and a long list of other 
industries in each of which the number of establishments did not exceed 
one hundred. 

Conditions Favoring Concentration.—Why have business enterprises 
moved on from justifiably large-scale organizations to the more questionable 
stage of monopolistic or semimonopolistic combinations? 

(1) Sometimes monopoly arises because important resources are localized 
by nature in a few regions which can readily be brought under unified con¬ 
trol. Most diamonds are found in the mines that lie within a comparatively 
small area in South Africa. It was easy for one corporation to get possession 
of these mines and thereby effect a monopoly of the world’s diamond supply. 
Similar conditions apply to a considerable number of rare elements and raw 
materials, such as helium and radium. 

(2) In many industries, the size of the optimum plant is so large in re¬ 
lation to the market for the product that there is not room for more than 
a very few such plants in the industry. Here the monopoly may be attributed 
to the economies of large-scale production. In such cases, the large plant has 
so great an advantage over its rivals that it can undersell them and gradually 
absorb their business. This is the principle that brought about the concentra¬ 
tion of the meat-packing business into the hands of the so-called “Big Four” 
concerns, and this principle, coupled with a natural limitation of the supply 
of resources, helped create such moncjpolies, or partial monopolies, as those 
of the United States Steel Corporation, and the Standard Oil Company of 
John D. Rockefeller’s day. 

(3) A third type of monopoly may be due simply to the control of a 
huge amount of capital by a single corporation or combination. Where the 
resources of an organization are sufficiently large, even if there is no natural 
limitation of supply and no tendency to decreasing costs, its financial power 
may be great enough to destroy its competitors, for it can afford to sell its 
products at a loss until they are driven from the market. Then the big 
corporation, now alone in the field, can raise its prices enough to recoup its 
losses and enjoy excessive profits. Monopolies of this sort must depend upon 
cut-throat competition, and often unfair methods, to maintain their position. 

(4) Moncjpolies may be based upon secret processes. Where an important 
product is manufactured by methods known only to one individual or 
group, and there is no other known way of producing it, the lucky possessor 
of the secret can use his power to monopolize the industry. The drug 
Argyrol, widely used in the treatment of diseases of the throat, nose, and 
eyes, is controlled by a single individual (its discoverer) who alone knows 
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its secret, and who has exploited his product to reap a fortune. Other exam¬ 
ples of this kind of monopoly can be found, but they are not numerous. 

(5) Monopolies may also arise out of patents and copyrights. When the 
government, by a patent, grants the exclusive right to the use of a new dis¬ 
covery for a period of years, it creates a legal monopoly of the patented 
device or process. Although such monopolies are of limited duration, they 
are frequently extended for longer periods [)y further patents on successful 
improvements. Meanwhile, a corporation which controls the patents may 
grow so strong that its position of dominance is secure long after the origi¬ 
nal grant has expired. The United States Shoe Machinery Corporation 
held a monopolistic grip on the shoe manufacturing industry for many years 
by virtue of its control of basic shoe machinery patents. The General Electric 
Company at one time controlled the manufacture of 95 per cent of the in¬ 
candescent lamps in this country by means of its patents. Among other large 
concerns that dominate their respective industries through their control of 
patent rights may be mentioned the Singer Sewing Machine Company, The 
Aluminum Corporation of America, The American Can Company, The 
American Tobacco Company, and the National Cash Register Company. 
Where a number of concerns control important patents in a given industry, 
they sometimes make pooling agrements by which all those who are parties 
to the agreement may share each other’s patents. In this way, control over 
the entire industry is concentrated into the hands of those who are members 
of the pool. 

(6) Governmental bodies, such as municipalities, sometimes create mo¬ 
nopolies by granting exclusive franchises to particular corporations for the 
building of street railway lines, the erection of electric wires, or the laying 
of gas and water mains, on the principle that the most efficient service to the 
public is to be obtained by unified management. Governments are in a po¬ 
sition to create these monopolies because a private company cannot tear up 
the streets to lay tracks or pipe lines, nor erect its poles upon the public 
highways, without the permission of state or local authorities. Franchises 
are usually local, but if several franchise-holding companies arc consolidated, 
a monopoly may be created covering a very wide area. In 1932 ten great 
combinations controlled approximately three-fourths of the entire electric 
light and power business in this country, and sixteen combinations controlled 
45 per cent of the gas business.® We shall give special attention to this .type 
of monopoly and to government regulation of it in Chapter V. 

(7) In a few cases there are governmental monopolies operated by the 
state itself. Illustrations of this are the post office, the coining and printing 
of money, and the providing of streets and highways. In some countries 
the state operates monopolies of certain commodities (particularly salt and 

®J. C. Bonbright and G. C. Means. The Holding Company (1932), p. 91. 
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tobacco) as a source of public revenue. The number of governmental mo¬ 
nopolies has been increasing in recent decades; it constitutes a development 
of some importance that will engage our attention more fully also in Chap¬ 
ter V. 

Forms of Monopolistic Combination. —There are various forms of or¬ 
ganization which monopolistic combinations can take to secure control of 
an industry. One of the earliest of these was the pool, which flourished in 
this country during the era of industrial expansion that followed the Civil 
War. A pool consists of an agreement among several independent companies 
to divide the business between them in some predetermined manner. In some 
cases the profits of all are placed in a general fund, from which each draws 
its agreed percentage; in other cases, each is given a certain quota of the 
total output to be produced; or, each may be given a particular geographical 
region for its exclusive exploitation. In one of these ways competition among 
the several firms is effectively eliminated, and it becomes possible to maintain 
prices high enough to yield monopoly profits for all of them. Pooling agree¬ 
ments were widely used among railroads in the United States at one time; 
but they were abolished by the Interstate Commerce Act of 1887. Some¬ 
what later the patent pools described in an earlier paragraph were de¬ 
veloped. 

Pooling agreements are a weak form of organization because they are 
not legally enforcible. The courts in this country early held them to be 
contrary to public interest; hence, if some members of a pool decided 
to break away from it in order to expand their business, the others had no 
legal remedy. Nevertheless, some of the early pools were very successful. 
A pool maintained high prices for steel rails almost continuously from 1887 
to 1896, and the Continental Wallpaper Company pool as late as 1888 con¬ 
trolled about 98 per cent of the manufacture of wallpaper in this country. 
Monopolistic pooling agreements are now illegal in this country under our 
antitrust laws, but similar arrangements, in the form of cartels (to be de¬ 
scribed), are legal in some parts of the world, and American combinations 
have sometimes secretly participated in them. 

The trusteeship is another form of combination that was once widely 
used in this country. In this form, the majority of stockholders in the various 
companies entering into the combination turned over their stock to a board 
of trustees, which was empowered to act for them. In return the stockhold¬ 
ers received trust certificates which entitled them to shares in the profits of 
the combination. This placed the control of the industry in the hands of a 
small group of men, the trustees, who by holding a majority of the stock 
in the several corporations, possessed the power necessary to operate them as 
a unit. An advantage of this form of combination was that the trust was 
not an incorporated body, but was simply a private organization formed by 
extending the common law trust principle to business enterprise. For a time 
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this type of combination flourished, especially in the case of the Standard Oil 
Company, where six or seven men built up an organization that carried the 
American oil industry in the palm of its hand for several decades. Other 
trusts were formed in the cotton, oil, whiskey, sugar refining, lead, and other 
industries. The ruthless use of monopolistic power by these trusts led to 
public outcry and legal prosecutions. As a result, the courts outlawed the 
device, and it is no longer used as a means of effecting combinations, al¬ 
though it has certain other uses.^' However, the public has become so used to 
calling monopolies trusts, that they are still so called to this day. We, too, 
shall use the word in this broad sense, employing the more precise expression 
trusteeship to denote the trustee form of combination. 

In a search for some legal form of combination to replace the pcx^l and 
the trustee device, the lawyers for big business interests turned to the hold¬ 
ing company. Such a company controls a number of subsidiary corporations 
by owning a majority of their stock. The organization resembles that of the 
trustee device, the board of directors of the holding company taking the 
place of the board of trustees. However, the holding company secures a 
charter from a state, which gives it legal validity, although it may be subject 
to prosecution under the federal antitrust laws if it uses its power to restrain 
competition unreasonably in industry. There arc many large holding com¬ 
panies in this country which are in a monopoly position because of their 
power to dictate the policies of the subsidiary corporations which they control. 

During the last few decades, many new combinations have been effected 
by the growth of giant super corporations which absorb formerly independent 
companies, cither by merger or by purchase. In the case of a merger, a num¬ 
ber of companies join themselves into one; each gives up its own charter 
and loses its identity, the stockholders receiving shares in the new larger cor¬ 
poration which thus comes into being. In other cases, the parent ccmipany 
buys up the smaller companies in their entirety—lock, stock, and barrel. By 
either of these methods, a permanent and effective combination is established. 
Frequently the supercorporation is at the same time a holding company 
which, in addition to absorbing a number of smaller enterprises, purchases 
a controlling interest in other corporations that retain their separate existence. 
The United States Steel Corporation (the giant of our iron and steel indus¬ 
try) is a mixed supercorporation, and so is the General Motors Corporation 
which makes a number of well-known automobiles and other products. 

A common type of combination in Europe is known as the cartel. The 
term is a broad one, including almost any kind of monopolistic agreement 
among otherwise independent producers in a given industry. The agree¬ 
ments may be concerned with the division of territories for exclusive exploita¬ 
tion by the several concerns, the setting of production quotas, the fixing of 
prices, the sharing of patents, and other matters of similar nature. It will 

“See the discussion of the voting trust on p. 99. 



CONCENTRATION AND PROBLEMS OF MONOPOLY 65 

be recognized that the cartels are thus pooling arrangements, for the most 
part. Their general effect is to restrain competition, limit production, and 
maintain relatively high prices. 

Some Looser Forms of Combination.— In the preceding forms of com¬ 
bination the control of the various members by some central organization is 
formal and complete. There are a number of looser forms in which a con¬ 
siderable measure of concerted action is secured without structural centrali¬ 
zation or formal loss of independence by the various concerns involved. 
Arrangements of this kind have become especially prevalent in recent years. 
Because of their informal character, these combinations are often difficult to 
detect. They vary widely in type. Perhaps the most important kinds are 
informal agreements, interl(Kking directorates, marketing cooperatives, and 
trade associations. 

Informal agreements consist of tacit understandings or “gentlemen’s agree¬ 
ments” among leading businessmen in this or that branch of industry, to the 
effect that they will not cut prices but will pursue a policy of “live and let 
live” under which all can prosper. In the days when Judge Gary was a 
notable figure in the steel industry, he used to invite other leaders in the 
steel business to elaborate dinners at which a spirit of cooperation was en¬ 
gendered and problems of the industry were discussed. Although no written 
agreements were reached, it was observed that competition in the steel in¬ 
dustry was very much reduced by the understandings there arrived at, and 
the dinners became famous as examples of what this type of informal action 
can accomplish. 

Interlocking directorates exist where a number of influential people occupy 
positions on the boards of directors of twe^ or more supposedly separate cor¬ 
porations. Though the corporations have no formal agreement with each 
other, the influence of the common directors may nevertheless be sufficient 
to reduce competition and secure effective cociperation between them. A 
system of interlocking directorates may become extremely involved. A 
Senate investigation in 1933 disclosed that J. P. Morgan & Company, to¬ 
gether with Drexcl & Company and other affiliates, held 126 directorships 
or trusts in 89 different corporations with total capitalizations of more than 
$20,000,000,000. The device of interlocking directorates is not necessarily 
illegal or anti-social, but it becomes so under existing laws if it is used to 
restrain trade. However, such use of it may be very difficult to prove. 

Marketing cooperatives have been most developed in the field of agricul¬ 
ture. They consist of organizations of farmers to sell their produce through 
a central agency. The details of their organization will be developed in the 
chapter on marketing; we are here concerned only with their monopolistic 
aspects. The cooperatives are presumably created to solve marketing prob¬ 
lems of small farmers who cannot be expected to be marketing specialists. 
Each member of the cooperative agrees to market his output through the 
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central office, or if he fails to do so, to pay a penalty for each unit of output 
sold independently. While the cooperatives do not openly control the output 
of their members, it has been charged that they do so indirectly to some 
extent. It is likely that they wnll do more of this in the future because recent 
federal legislation has increased their powers in this direction.^ 

A trade association is an organization of businessmen in a given branch 
of industry to promote their common interests without encroaching on their 
individual prerogatives as free enterprisers, and, ostensibly, without reduc¬ 
ing competition among them. Sometimes they are called institutes. Typical 
examples are the Paint Manufacturers’ Protective Association, the Hardwood 
Lumber Manufacturers’ Asscxriation, the Maple Flooring Manufacturers’ As¬ 
sociation, the National Canners’ Association, the American Iron & Steel In¬ 
stitute, the Cotton Textile Institute, the Sugar Institute, and the Wool 
Institute. Undoubtedly, these associations can perform many useful services 
among competing enterprises. They can facilitate the exchange of trade 
knowledge, especially through the publication of trade journals. They can 
operate central research bureaus with laboratory facilities for experimental 
work that would be beyond the means of small individual producers. They 
can carry on national advertising campaigns to promote the sale of the prod¬ 
ucts of the industry. They can disseminate information concerning the 
trends of prices, volume of sales and of production, stocks of goods on hand, 
and similar information which enables each businessman better to adjust 
his program to the current and prospective situation in his industry. Many 
trade associations have done good work toward developing higher ethical 
standards in their respective branches of production. They also promote 
legislation useful to the industry and help protect the industry against dis¬ 
criminatory taxes or unfair laws. However, many of their policies tend to 
restrict competition and to promote monopolistic practices. The dissemina¬ 
tion of information concerning production, stocks of goods on hand, and so 
on, leads rather easily toward policies of output restriction, formal or in¬ 
formal. Many of the associations have “open price” rules, rec]uiring their 
members to make known to each other the prices at which they are selling 
their products. This immediately gives notice to other concerns if any mem¬ 
ber of the association begins to cut prices below established figure^;, and puts 
his competitors in a position to bring pressure upon him to abandon his 
policy of price cutting. The result is likely to be a considerable reduction of 
price competition. Moreover, since many trade associations are dominated 
by a few large producers, the latter are in a position to adopt punitive tactics 
against recalcitrant members who do not follow policies which they consider 
good for the industry. 

This dominance of certain industries by one or two large concerns fre- 

For further discussion of this problem, see Chapter VI. 
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quently leads to a situation known as price leadership. This is most likely 
to arise where the number of firms is few (oligopoly) and most of them 
are of relatively small size in comparison with the dominating firm or firms. 
The latter have so large a share of the market and such great financial re¬ 
sources that they could easily crush their smaller competitors if they so de¬ 
sired. However, they find it better policy to permit the smaller firms to 
survive so long as they are willing to follow the leader, for this preserves 
the appearance of competition in the industry, and is less likely to bring the 
dominating concerns afoul of the antitrust laws. The leaders set the prices 
for the products of the industry at figures high enough to allow good profits 
for all, and the smaller concerns adopt these prices, knowing that if they 
begin a price-cutting campaign their larger rivals will destroy them. 

International Combinations.—The growth of monopolistic combinations 
does not always stop at national boundary lines. International combinations 
which dominate large sections of the world markets for certain commodities 
have become increasingly prevalent. Sometimes these organizations arise 
out of the desire of various national monopolies to protect their position 
within their own countries. By forming an international cartel, each is given 
the exclusive right to exploit its own market without invasion from the 
others. In other cases, international combinations have been effected to 
eliminate price cutting in exploiting rich foreign markets (for example, in 
South America or the Orient), or to secure the interchange of patent rights 
and production methods. Organizations of this kind have been most con¬ 
spicuous in the coal, metals, chemicals, textiles, paper, and electrical goods 
industries. When the United States entered the Second World War, it was 
discovered that certain American firms were parties to international agree¬ 
ments which gave them a monopoly of the United States market for such 
important commodities as optical gocjds, tungsten, beryllium, and magne¬ 
sium, but which left foreign markets to the Germans. The growth of these 
industrial giants that boldly parcel out the markets of the world among 
themselves, shows convincingly that the modern economy has moved a long 
way from the institutions of free enterprise and competition that formerly 
characterized it. 

The Abuses of Monopoly.—The more serious evils of monopolies are: 
(i) abuse of investors by questionable methods of promoting monopolistic 
combinations; (2) abuse of consumers by exacting exorbitant prices; (3) 
abuse of other businessmen by using unfair methods of competition; and 
(4) the not infrequent corrupting of public authorities. 

(i) The promotion of many of our trusts has been accompanied by scan¬ 
dalous financial jugglery. In the expectation that monopoly power would 
lead to rich profits, promoters painted alluring pictures which induced inde¬ 
pendent business men and investors to come into the combinations without 
scrutinizing very closely what the prospects for the new ventures really were. 
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The parent corporations were capitalized at figures far in excess of the 
values of the properties they acquired, and the promoters took very generous 
shares for themselves. We shall learn in the next chapter how promoters in 
such cases can enrich themselves at the expense of their stockholders. There 
has been much of this kind of chicanery in the building up of industrial 
combinations. 

(2) We have several times referred to the fact that monopolies often 
charge high prices for their products. In fact, the possibility of exacting such 
prices is one of the main reasons why they are created. When a single 
organization controls the entire output of a given product, it can fix what¬ 
ever prices it finds expedient; the consuming public must pay that price or go 
without. This does not mean that there is no limit to monopoly prices. 
We have already seen that consumers may switch to some substitute product 
if prices are too high. Also, the monopoly may not be complete; there 
may be an oligopoly in which some of the producers may be tempted to 
expand their business at the expense of their rivals if they feel that prices 
have been boosted to a point where price cutting would be to their advantage. 
Even if there is only one concern, it may be restrained by the fear of inviting 
competition or of provoking governmental intervention if it exploits its 
position too ruthlessly. Furthermore, every monopolist has to reckon with 
the fact that the higher he raises his price, the less of his commodity con¬ 
sumers will buy. It may be better to get a moderate profit per unit on a 
large volume of sales than a large profit per unit on a smaller volume. 
All these considerations have some restraining effect upon monopoly prices. 
Nevertheless, prices under monopolistic conditions are likely to be somewhat 
higher than would prevail for the same commodities under conditions of 
competition, and there have been many cases where the creation of a monop¬ 
oly was shortly followed by sharp increases in the price of its products. 
The consuming public is thus exploited so that the monopolists can enjoy 
unreasonable profits. 

(3) In attaining and holding their monopoly position, combinations 
frequently resort to unfair methods of competition which injure other busi¬ 
nessmen. Such unfair competition takes many forms. Trusts frequently 
fix different prices for the same product in different localities for the purpose 
of driving local business firms out of existence. The price is kept below 
costs in those communities where competitors are found. The latter must 
meet these prices or lose their customers; but they cannot long endure their 
losses, so they are driven out of business. The trust offsets its loss by charg¬ 
ing high prices in other communities where competition is slight or non¬ 
existent. This practice was followed extensively by the Standard Oil 
Company in the days of its greatest power. Powerful trusts have also 
succeeded in forcing railroads to grant them lower freight rates than were 
charged their competitors, by threatening not to patronize a given railroad 
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if it failed to comply. The railroad, not wishing to lose the large business 
of the big firm, would return part of its freight charges in the form of a 
rebate, thus enabling the trust to undersell other competitors because of its 
lower freight cost. The Standard Oil Company used this weapon extensively 
in the heyday of its power. Railroad rebates have since been prohibited by 
law. Another practice consists of exclusive contracts by which dealers who 
handle the products of the trust agree not to sell the products of competing 
concerns. Since the latter are usually smaller in size and do not produce a 
full line of products, the dealer is forced by this means to handle the products 
of the trust alone, or carry an incomplete line of goods. This “fulhline 
forcing” was at one time the customary practice of the International Har¬ 
vester Company in doing business with local dealers in farm machinery. 
The officials of big business firms have not even hesitated to stoop to the 
employment of spies in their competitors’ plants in order to ferret out their 
trade secrets, and sometimes they deliberately intimidate their competitors 
to make them comply with trust domination. Employees have been bribed, 
dealers and salesmen have been threatened, and even criminal violence has 
been resorted to in some cases. Finally, the use of “fighting brands” has 
been quite common, especially in the tobacco industry. In this device the 
big concerns put out inferior products ^closely imitating in name, color, 
package, and other characteristics the most popular brands of their com¬ 
petitors—the imitations being sold at very low prices. These “knockers” 
tend to discredit the competitors’ goods. They are usually removed from the 
market after they have served their purpose of eliminating competition. 

(4) Political corruption grows out of the attempt of big business to stave 
off government regulation, and to gain special favors, such as high import 
duties to protect American business from foreign competition. The main¬ 
tenance of strong party organizations, which are necessary for the nomination 
of candidates under our form of government, requires the expenditure of 
large sums of money which must be derived in considerable measure from 
wealthy contributors; hence, candidates, once elected, feel under some obliga¬ 
tion to their financial backers, and they tend to follow policies which will 
satisfy the wishes of the latter rather than the interests of the voters at large. 
Large corporations have discovered that the making of heavy contributions 
to political parties gives them a lever of control over the candidates whom 
they have helped to put in office. So a pernicious influence comes to pervade 
politics, and this danger becomes increasingly acute as the expense of public 
elections mounts and combinations grow in size and power. 


C. The Control of Monopolies 

From Noninterference to Positive Measures of Control—In the early 
part of the nineteenth century, when capitalism was in its infancy, it was 
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assumed that competition would be active throughout all industry, and that 
such competition would be a sufficient protection against exploitation of one 
economic group by another. Investors would get the highest possible interest 
or dividends because enterprisers would bid against one another for their 
savings; consumers would be protected against extortion because producers 
would seek their patronage by offering the best goods they could produce at 
the lowest possible prices; business success would result only from efficiency 
in production, and only those who were inefficient would be worsted in the 
competitive struggle. Hence, it was not considered necessary for government 
to interfere in the conduct of business operations, and a policy of laisscz faire, 
or noninterference, was generally followed. 

However, in the course of a few decades it became apparent that things 
were not working out in accordance with the theory of competition. Abuses 
of the sort described above began to make their appearance, and gradually 
they became more serious. Belief in the effectiveness of competition as the 
all-sufficient regulator of industry declined, and public opinion swung 
toward the view that government regulation was necessary. In the latter 
part of the century the pressure for corrective legislation had become so 
strong that a number of states had adopted regulatory legislation of one 
kind or another, and soon the federal government look matters into its 
hands by passing two famous laws—the Interstate Commerce Act of 1887 
(which was concerned mainly with transportation) and the Sherman Anti¬ 
trust Act of 1890 (which dealt with the problem of monopoly more gener- 

ally). 

Our policy since that time has drawn a rather sharp distinction between 
two groups of industries. One group consists of those industries which are 
known as public utilities. These include railroads, street railways, telephones 
and telegraphs, electric light and power, gas works, water systems, and 
certain others. It has been the accepted view that the public interest in these 
cases is best served by permitting the existence of monopolies. Hence, the 
policy has been to control them, either by strict regulation or by government 
ownership. The other group comprises most other branches of industry, 
especially manufactures. It is to monopolies in this second group that the 
term trusts is most commonly applied. Here our policy has been mainly one 
of suppression, in an effort to enforce the maintenance of competition, except 
for a brief period in the great depression of the early 1930’s. The remainder 
of this chapter will be devoted to an account of our experience in connection 
with this second group. We shall deal with the regulation of public utilities 
in Chapter V. 

The Sherman Antitrust Act. —The Sherman Antitrust Act, which was 
passed by Congress in 1890, remains to this day the cornerstone of our policy 
toward industrial combinations outside of the public utilities field. Section i 
of this act provides that ‘‘every contract, combination in the form of trust or 
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otherwise, or conspiracy in restraint of trade or commerce among the several 
states, or with foreign nations, is hereby declared to be illegal; every person 
who shall make any such contract or engage in any such combination or 
conspiracy shall be deemed guilty of a misdemeanor, and on conviction 
therefor shall be punished by fine not exceeding $5,000 or by imprisonment 
not exceeding one year, or by both said punishments in the discretion of 
the court.” The law further provides that the word person shall be construed 
to include corporations and associations, and that persons injured by a trust 
can sue it for triple damages, plus the costs of suit. 

At first this statute was ineffective, largely because the courts construed 
it narrowly and showed little sympathy with its purpose. Beginning in 1899, 
however, the United States Supreme Court, in a series of important decisions, 
upheld the power of the government to break up monopolies under this 
law, and defined the scope of that power. In that year it sustained the 
government in its effort to break up a p(X>l of steel pipe producers operating 
under the name of the Addyston Pipe and Steel Company, which had 
divided the United States into districts which were allotted to its various 
members as exclusive markets for their exploitation. In 1904 the Court held 
that the law was also applicable to a holding company (the Northern 
Securities Company), which had brought about elimination of competition 
between two railroads. The law was further clarified in 1911 by the famous 
“rule of reason,” when the Court made a distinction between reasonable and 
unreasonable restraint of trade. It held that the intent of Congress was 
merely to prohibit unreasonable restraints. 

The Standard Oil Company, which was a notorious monopoly built up 
by John D. Rockefeller in the later nineteenth century, and which had used 
ruthless methods in attaining its position of power, was held at this time to 
be guilty of unreasonable restraint and was forced to dissolve. The same 
action was taken in the case of the American Tobacco Company, a super¬ 
corporation wliich had attained a monopolistic hold on the tobacco industry. 
Rut in 1920, when the United States Steel Corporation was prosecuted, the 
court held by the same rule that mere size was not necessarily an indication 
of unreasonable restraint, and since the use of abusive practices by the 
corporation in this instance was not proved, the corporation was not in 
violation of the law. As a result of these various cases, it was made clear that 
the Sherman law could be used to reach any form of monopoly, whether a 
pool, trusteeship, holding company, or supercorporation, if it indulged in 
such practices as fixing prices or limiting production, but that large com¬ 
binations could not be subject to prosecution so long as their conduct was 
not abusive of the public interest. 

The Clayton Act. —Notwithstanding these decisions, in the twenty-odd 
years that followed the passage of the Sherman law, experience with it in¬ 
dicated that some of its provisions needed further clarification, while others 
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needed to be strengthened. These changes were embodied in the Clayton 
Act of 1914. This law was a combination of several bills dealing with dif¬ 
ferent phases of the trust problem, combined merely for convenience. It pro¬ 
hibited local price discrimination and the making of exclusive contracts or 
leases, and it declared holding companies and interlocking directorates to be 
illegal if their effect was to restrict competition or to create monopoly. To 
strengthen the enforcement of the Sherman law, it provided that violation of 
that law by a corporation was to be construed as a violation by the directors, 
officers, or agents responsible therefor, and such individuals were to be sub¬ 
ject to its penal provisions. Enforcement of antitrust legislation was placed 
in the hands of the Federal Trade Commission for most combinations, but 
in the hands of the Interstate Commerce Commission for common carriers, 
and in the hands of the Federal Reserve Board for financial institutions. The 
act also contained several provisions relating to labor organizations which 
need not concern us here, except to note that these organizations were not to 
be construed as a violation of the antitrust laws. 

The Federal Trade Commission.—At the same time that the Clayton Act 
was passed (1914), there was created a new body known as the Federal 
Trade Commission. This commission, appointed by the President with the 
advice and consent of the Senate, has two important functions. The first 
is to gather evidence of violations of the antitrust laws for the purpose of 
assisting in their prosecution. The commission is empowered to make in¬ 
vestigations at the behest of Congress, of the President, of the Attorney 
General, or on its own initiative. In carrying out this work, it has full 
authority to compel witnesses to testify and to examine the books and files 
of the corporations which it is investigating. If it finds evidence of monop¬ 
olistic abuses, it can submit such evidence to the Attorney General for prose¬ 
cution, and it will assist him in the presentation of his case. 

The second function is preventive rather than curative. The Sherman 
law was designed to break up monopolies after they have come into existence. 
The Federal Trade Commission has the more constructive task of checking 
unfair methods of competition wherever they occur. This serves not only 
to make methods of competition respectable, but it also helps to stop the 
growth of monopolies at their source, for many monopolies have attained 
their power by clubbing their competitors to death by unfair means. In do¬ 
ing this part of its work, the commission acts usually on the complaint of 
other businessmen. For instance, if a manufacturer of high-grade woolen 
garments finds one of his competitors selling at low prices garments which 
are represented to be all wool, but which are in fact part cotton, he may 
file a complaint with the commission. Any kind of competitive abuses, such 
as adulteration, false labeling, mendacious advertising, spying, bribery, rebat¬ 
ing, the use of “knocker brands” and the like, may give rise to complaints of 
this kind. The commission investigates each complaint and holds a hearing 
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at which both sides have the privilege of presenting their cases. If it finds 
that the complaint was justified, it issues an order against the offending 
party to “cease and desist” from the objectionable practice. If this order is 
not obeyed, the commission can refer the case to the federal courts for en¬ 
forcement. 

The Federal Trade Commission Act did not define the terms fair and 
unfair competition; but specific content has gradually been given to these 
terms by the decisions of the commission and the courts in particular cases. 
In addition to this, the commission has held Fair Trade Practice Conferences 
from time to time for the purpose of setting up codes of fair practice for 
particular industries. Representatives of the industry concerned meet with 
the commission at these conferences, and the codes arc adopted with the 
approval of both parties. 

Another kind of preventive work by the commission has taken the form 
of stipulations. These arise in some cases where the commission, after in¬ 
vestigation, finds combinations engaging in monopolistic activities which it 
holds to be in violation of the antitrust laws, but gives the offending party 
or parties an opportunity to escape prosecution by admitting the material 
facts and promising to “cease and desist forever” from the offending prac¬ 
tices. 

Consent Decrees. —Similar to the stipulations of the Federal Trade Com¬ 
mission are the consent decrees sometimes arising out of prosecutions brought 
against monopolies in the federal courts. In these cases the company, rather 
than attempting to defend itself against the charges, acquiesces in a court 
decree (prepared by the Attorney General) enjoining it from engaging 
henceforth in the monopolistic practices therein set forth. Should it thereafter 
resort to any of these practices, it would be guilty of contempt of court and 
could be punished summarily. A famous illustration of this procedure is the 
consent decree accepted in 1920 by the five great Cliicago concerns which 
then dominated the meat-packing industry of this country. In this case these 
firms promised to dispose of their interest in public stockyards, stockyard 
terminal railroads, stockyard market newspapers, public cold-storage ware¬ 
houses, and retail meat stores. They also agreed to withdraw from such 
unrelated lines as groceries, fish, fruits, vegetables, canned goods, and numer¬ 
ous other products. Similar decrees in other industries from time to time 
have secured the abolition of monopolistic practices without the necessity 
for lengthy and expensive court action. 

The Changing Attitude toward Combinations. —In the period between 
the passing of the Sherman Antitrust Act and the First World War, Amer¬ 
ican policy toward monopolistic combinations was well characterized by the 
popular phrase “trust busting.” The attitude was that competition should be 
made to prevail by taking vigorous action against monopolies. Trusts should 
cither be nipped in the bud by the preventive work of the Federal Trade 
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Commission, or they should be broken up after the event by prosecution 
under the antitrust laws. At about the time of the First World War, how¬ 
ever, there became apparent some change in the public attitude toward this 
problem. In spite of the antitrust laws, monopolies continued to prevail, and 
their persistence raised the cjuestion whether there was a basic trend toward 
large business organization which could not be balked. Particularly it was 
felt that American business firms were at a disadvantage in foreign trade, 
where they had to compete against powerful European combinations (such 
as the German cartels) that were permitted and even encouraged by their 
governments. As a result of this change in opinion, a number of laws were 
passed tending to encourage combinations in particular circumstances. 

One of these laws was the Webb-Pomerene Act of 1918, which permitted 
American firms engaged in international trade to form combinations for 
their export business. These combinations were exempted from prosecution 
under the antitrust laws. Another evidence of the changing trend is to be 
found in the Transportation Act of 1920, which instructed the Interstate 
Commerce Commission to draw up plans for consolidating the railroads of 
this country into a number of integrated systems. The war brought home 
to the government the advantage of consolidating the industrial resources 
of our country in order to increase our productive efficiency. The general 
public, too, was beginning to appreciate the wastes of unrestricted competi¬ 
tion and the economies of large-scale production. This transportation law, 
which actually brought government pressure to bear upon the railroads to 
consolidate, was a response to these influences. It remained for the great 
depression of the 1930’s to crystallize the changing trend of thought in a 
more sweeping program of concerted business control. 

The National Recovery Administration.—The depression prevailed at a 
time when both prices and wages were falling sharply, and businessmen 
were figuratively cutting each other’s throats. It was widely believed that if 
they would agree upon a program to stop price cutting and to maintain 
good wages, the increased purchasing power of the workers would lead to 
greater demand for goods, and hence to recovery. Accordingly, in 1933, 
Congress established a National Recovery Administration (NRA) which was 
based upon that theory. In each industry a code authority was organized, 
consisting of representatives of employers and labor, which was empowered 
to draw up codes of fair practice which, when approved by the National 
Recovery Administrator, were legally binding on producers in the industries 
concerned. Although consumer representatives were included in the organ¬ 
ization, they had only advisory powers, and their recommendations were 
pretty generally ignored. 

Over 400 codes were filed in the first month, and were rather hastily 
approved. Since it was provided that the codes, when duly approved, would 
not be construed as a violation of antitrust laws, it is not surprising that 
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they included various provisions of a more or less monopolistic kind. Out¬ 
put was restricted by various devices, such as the fixing of quotas for indivi¬ 
dual producers, the setting of maximum machine hours per week that a 
firm could operate its plant, and regulations to limit the introduction of 
new machinery or the increasing of plant capacity. Other provisions tended 
to maintain high prices. For instance, some codes forbade producers to quote 
prices below certain established minima, others prohibited the selling of 
goods for less than cost, and there were various provisions affecting prices 
indirectly—such as extension of open price quotations, and rules requiring 
firms to observe a waiting period after announcing a price cut before the 
change could become effective. 

Had the NRA experiment been continued over a longer period, perhaps 
its abuses would have been curbed, and enough cooperation might have been 
achieved to attain a better balance in the economy as a whole, while prevent¬ 
ing unfair methods of competition. It seems fairly clear, however, that 
this would not have been accomplished without strong pressure by the 
government. We cannot rely upon self-regulation by business to protect the 
public interest. As it happened, the NRA was declared unconstitutional by 
the United States Supreme Court in i()35, so that the experiment came to 
an end in that year. Some industries continued many of their code provisions 
on a voluntary basis, and special legislation was subsequently passed to 
permit a cooperative program of control in the coal and oil industries, but 
the National Recovery Administration was abolished. 

Recent Government Action Favoring the Decline of Competition, —With 
the end of NRA, pressure to reestablish the protective features of the law 
put new legislation on the statute books of the federal and state governments. 
In 1935 the Bituminous Coal Conservation Act was passed, creating a na¬ 
tional coal commission and twenty-three district boards, with wide powers 
to regulate the coal industry, including power to fix minimum and maximum 
prices and to control output within certain limits. This act was declared 
unconstitutional, but the essential features were reenacted in 1937, and that 
law stood the test of constitutionality. A similar law was passed to control 
the petroleum industry—the Connolly Hot-Oil Act of February 1935. This 
legislation directly forbids interstate commerce in excess of state production 
quotas. It created a Federal Petroleum Agency for enforcement. Since 
several oil-producing states had already passed control laws, the federal 
legislation was intended to support the state control plans. 

On a quite different level, but equally designed to control competition, 
were the Robinson-Patman Act of 1936 and the controversial Miller-Tydings 
Act of 1937. These were designed to protect small retailers from the com¬ 
petition of chain stores and to sanction the fixing of retail prices by the manu¬ 
facturers of trade-marked goods. These measures will be discussed more 
fully in Chapters VI and XX. 
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Concurrently, in the 1930’s a wave of state barriers to the flow of interstate 
commerce developed. By abuse of the power of taxation, protection of 
public health, and highway control, out-of-state competition is suppressed. 
Several states have laws requiring the use of locally mined coal in all state 
establishments. Quarantine laws for agricultural products discriminate 
against out-of-state products, and in some cases exclude certain products 
entirely. So-callcd “milk inspection” impedes the flow of milk over state 
lines. Over a c|uarter of the states have ports of entry (similar to customs 
stations on national boundaries) where quarantine and truck control laws 
arc enforced. Special taxation against chain stores is becoming common. 
License systems control new competitors in many lines on the principle of 
protection of public health and the stability of trade. Butter-producing states 
impose harsh burdens on the production and use of margarine—Montana 
required a license which cost $400 a year for the privilege of handling 
margarine, and Missouri required establishments serving margarine to mark 
all vessels containing the product oleomargarine or impure butter. 

It is a confuvsing, and at the same time discouraging, spectacle to find the 
government restricting competition and encouraging monopoly and restraint 
of trade while at the same time voicing a belief in free competition, free 
enterprise, and vigorous opposition to all monopoly. 

An Appraisal of Our Monopoly Policy. —It is apparent from the fore¬ 
going account that American policy towards monopolistic combinations and 
practices has been vacillating and experimental. At times it has followed 
a course of vigorous prosecution under the Sherman and Clayton acts, 
especially in the administrations of the two Roosevelts. At other times en¬ 
forcement of these laws has been lax. Again, combinations have been en¬ 
couraged in particular directions (in the export and railroad industries, for 
instance) and discouraged in others. During the depression of the 1930’s we 
experimented with self-regulation by industry itself. Overlying the whole 
scene is the clear evidence of strong pressure groups getting what they want 
by special discriminatory legislation and, far more subtle, starving regulatory 
agencies when appropriation bills are enacted. 

Some commentators hold that our courts have been at fault in the way 
they have interpreted and applied the antitrust laws. When prosecutions have 
been brought against trusts, the courts have been more concerned with 
abolishing the forms of combination than with restoring conditions of genu¬ 
ine competition in the industries affected. The usual practice has been to 
force dissolution of combinations found guilty of exercising unreasonable 
restraint of trade. This has usually meant that the offending company was 
broken down into a number of smaller companies, each stockholder in the 
parent concern receiving a proportionate number of shares in the new 
companies so created. However, since the stockholders in such dissolutions 
continue to hold stock in all the new companies, there is still a community 
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of interests among the latter that tends to discourage active competition. 

For instance, when the Standard Oil trust was broken up, each of the 
supposedly independent companies that inherited its business operated in a 
certain region and did not invade one another’s territory, so that the resulting 
situation was much like a pooling agreement. Independent companies that 
subsequently grew up in the several territories followed the prices set by 
the Standard companies. Nevertheless, in some of the other cases where 
monopolies were dissolved, active competition did ensue. Even in the case 
of the Standard Oil (>)mpany there has since occurred a gradual redistribu¬ 
tion of stock; besides, new cc^rporations have entered the industry and new 
oil fields have been developed, so that a considerable degree of competition 
has arisen. Hence, wt cannot say that dissolutions under the Sherman law 
have entirely failed of their purpose. 

Other critics feel that our prosecution of the antitrust laws would have 
been more effective if it had been less sporadic. On the whole, the attempts 
of the government to enforce the Sherman and Clayton acts have been 
rather halfhearted, except for the “trust 4 )usting” crusades of an occasional 
administration. The staff in the Attorney General’s office appointed to en¬ 
force these laws has been (]uite small and entirely inadeejuate to cope with 
the problem. Also, there has not been the close cociperation between the 
Federal Trade Commission and the Department of Justice that was intended 
when the commission was created. At times, too, the commission has been 
held in check by political pressure. 

Furthermore, when prosecutions have been brought, juries have been 
reluctant to hold the directors and officers of offending corporations crimin¬ 
ally responsible for their acts. Some critics believe that if such officials were 
punished personally for their crimes, under the penal provisions of the anti¬ 
trust laws, there would be fewer violations. Businessmen may laugh at fines 
which often are not large enough to offset the gains which accrue from 
monopolistic practices, but they would surely hesitate to take actions that 
might send them to jail. 

However, it is a wise legal principle that people should not be punished 
for acts, the criminal character of which is not clearly defined in the laws. 
Our present laws do not state explicitly what kinds of cooperative activity 
among business firms are permissible and what kinds are not. This makes 
it difficult for corporate officials to know what they may legally do, and 
what is illegal. Until the law clearly sets forth what constitutes fair and 
unfair competition and what will be construed as unreasonable restraint of 
trade, the more serious criminal penalties of the antitrust laws should not be 
invoked. Some progress in this direction is gradually being made through 
the decisions of the Federal Trade Commission and the courts, but the dis¬ 
tinction between legal and illegal action in matters of this kind needs to be 
further clarified and codified and enacted into statute laws. 
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The Basic Principle for Policy.—In the judgment of the present writers, 
if we are to deal effectively with the problem of business combinations, we 
must base our program on the principle, already explained, that the optimum 
form of organization should be maintained in each branch of industry. 
This means that we must not adopt a policy of indiscriminate “trust bust¬ 
ing,” but must individualize our treatment according to the circumstances 
of each particular case. Where it appears that economic efficiency can best be 
promoted by the organization of an industry into one or a few large firms, we 
must recognize that some degree of monopoly is desirable. On the other 
hand, where it appears that the emergence of a monopolistic combination 
is not associated with economies of production, but is based solely on the 
desire for the profits of exploitation, it should be suppressed. 

Two lines of action (both of which are already embodied in existing 
policy) will be helpful in separating these two types of cases. The first is 
the work of the Federal Trade Commission in suppressing unfair methods 
of competition. This work needs to be extended and strengthened. If busi¬ 
ness firms are prevented from using ruthless tactics in squeezing out their 
rivals, then they can rise to positions of dominance in their respective in¬ 
dustries only by developing superior efficiency—that is, by producing better 
products or by reducing their costs and prices below those of their com¬ 
petitors. To the extent that we succeed in making unfair methods of com¬ 
petition impossible, we can be safe in construing the growth of a business 
to a position of great size and power as evidence of better service to the 
public. 

The second course is to apply with careful discrimination the “rule of 
reason.” This wise principle assures the business firm that grows to power 
without abusing its rivals or its customers that it will not be persecuted. 
At the same time it holds over the heads of businessmen whose dominant 
positions are clouded by predatory behavior the weapons of fines, dissolution, 
and possibly prison terms. 

In those cases where the principle here espoused suggests that mo¬ 
nopolistic combinations should be permitted, broad measures of govern¬ 
mental regulation are to be recommended. No matter how efficient a big 
concern may be, if it has monopolistic powers it may be tempted to exploit 
them to its own advantage unless supervised by some public authority. When 
the restraints of competition are gone, the public interest must be protected 
by other means. This has already been accomplished in the case of the public 
utilities, where monopolies are legally sanctioned, by placing these enterprises 
under the control of regulating commissions. It is probable that similar 
methods will have to be extended progressively to other monopolies as time 
goes on. In the end it may prove desirable for the government to own and 
operate some or all of the industries where the public interest can best be 
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served by unified control. We shall deal with these matters more fully in 
Chapter V. 

Summary 

In each industry there is an optimum business unit—an organization that 
can produce its goods at the lowest average unit cost. The optimum depends 
largely upon technical, managerial, financial, and marketing factors, and on 
advantages connected with the assumption of risks. In many industries the 
optimum unit is large because of the various economies that result from 
large-scale production. These advantages are most marked in industries 
handling heavy products, reejuiring elaborate plants, using homogeneous 
materials, requiring complex assemblies of parts, using limited natural re¬ 
sources, engaged in retail distribution, or engaged in handling large numbers 
of risks (insurance). Small size is favored by: technical factors which cause 
the optimum firm to be small, restricted markets, the red tape of large or¬ 
ganizations, and the persistence of individual initiative. 

Integration may be horizontal, vertical, or lateral. Integration secures the 
advantages of large-scale production, distribution and financial technk]ues, 
plus the elimination of middlemen, avoidance of duplicating plants and 
executives, and better coordination of the successive stages of production. 
However, some integrations have failed because they have grown beyond the 
optimum size and have sought profits through exploitation instead of through 
economies of production. 

An industry may be characterized by pure monopoly, monopolistic com¬ 
petition (oligopoly and product differentiation), or pure competition. If 
the seller controls enough of the output to influence price, some degree of 
monopoly is present. Industrial concentration is increasing in this country. 
Conditions favorable to its growth are: localization of resources, economies 
of large-scale production, control of large capital funds, secret processes, 
patents and copyrights, exclusive franchises, and government ownership. 
Forms of monopolistic organization include the pool, trusteeship, holding 
company, merger, and cartel. Looser forms of combination include informal 
agreements, interlocking directorates, marketing cooperatives, trade aSsSocia- 
tions, and price leadership. Some combinations are international. Industrial 
concentration has some potentialities for increased efficiency, but unregulated 
monopolies have more often been characterized by abuses than by social 
benefits. 

American policy has been to regulate public utilities, but to enforce 
competition in other industries. Under the Sherman Antitrust Act, as inter¬ 
preted by the Supreme Court, combinations in unreasonable restraint of 
trade are illegal, subject to dissolution, and their officers liable to criminal 
penalties. The Clayton Act clarified and strengthened this law. The Federal 
Trade Commission helps administer the law by making investigations and 
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securing evidence. It has the power to prevent unfair competition through 
cease and desist orders, fair trade practice conferences, and stipulations. 
Through the use of consent decrees, compliance is frequently accomplished 
without formal trial. 

In recent years combinations have been encouraged for export and in 
railroads. The National Kecovery Administration experimented with self¬ 
regulation of prices, output, and trade practices by industries, but the law 
was declared unconstitutional. With the demise of NRA, special legislation 
restored some of the regulation in bituminous coal and petroleum industries. 
Both federal and state governments have contributed to the decline in com¬ 
petition by legalizing price maintenance, legislating against the growth of 
chain stores, and creating barriers against free interstate commerce. 

Our antitrust policy has been criticized because dissolutions have been 
aimed at breaking up the mere form of combinations without restoring true 
competition, and because enforcement has been sporadic and inadequate. 
A sound policy should be based on the principle that combination should 
be permitted when it contributes to economic efficiency, but dissolved when 
it does not. Measures to help make this distinction are the rigorous suppres¬ 
sion of unfair methods of competition by a strengthened Federal Eradc 
Commission, and judicious use of the rule of reason. Where monopolies 
are permitted, they should be strictly regulated by government commissions, 
or owned and operated by the government. 
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CHAPTER IV 


Problems of Corporation Finance and the 
Securities Markets 


A. The Market for Corporate Securities 

Relation of the Coqjoration to the Market for Capital Funds.—The cor¬ 
poration is a form of business organization arising out of the need of modern 
industry for large aggregations of capital. Hence, corporations are the 
principal users of investible funds offered in the financial markets. The 
first problem in starting a new corporate venture is to obtain some of these 
funds for the projected enterprise by the sale of securities to the investing 
public. After the initial financing has been accomplished and the corpora¬ 
tion has become a going concern, it may need additional funds as its business 
expands. These may be obtained by the sale of new issues of stocks or bonds 
or, if the funds are needed only for short periods, by borrowing from banks. 
Furthermore, since the securities of a corporation arc transferable, there 
must be some outlet through which stockholders and bondholders can dis¬ 
pose of their holdings by sale to other investors. The institutions through 
which these operations are carried on constitute what is known as the capital 
market. Our present task is to examine the social aspects of this market and 
the activities that go on in it. 

The Promotion of a Corporation.—In order for a corporation to become 
established, there must be someone to take the initiative in starting it. Such 
a person is known as a promoter. He may be someone already actively en¬ 
gaged in the industry who sees an opportunity to launch a new venture, 
and who assumes the role of a promoter temporarily with the intention of 
remaining in the new business as its permanent head. However, there is a 
special class of businessmen who arc professional promoters. They make it 
their business to discover new business opportunities and to initiate new 
enterprises. After they have accomplished their work of promotion in a 
given case, they leave the management of the new business in the hands of 
permanent officers and depart to embark upon some other project. These 
men study markets, new trends in production, scientific developments, pos¬ 
sibilities for increasing profits by combining several competing companies 
into one, and all the various opportunities which the ever-changing picture 
of the dynamic business world presents. They cultivate contacts with wealthy 
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capitalists who have funds to invest, and with investment bankers; they 
keep in touch with the investing public at large; and they are thoroughly 
familiar with the legal and technical details of incorporation. They combine 
qualities of imagination, boldness, and persuasiveness that are needed to see 
where opportunity lies and to induce others to take the risks of exploiting 
that opportunity. 

The chief problem which confronts the promoter is how to obtain financial 
backing for the proposed corporation. One method of obtaining such backing 
is to appeal directly to the investing public for subscriptions to the stock of 
the new enterprise. Prospective investors can be reached through salesmen, 
newspaper advertising, circulars sent through the mail, and so on. This 
method is used chiefly in the case of local industries, real estate developments, 
and a few special types of businesses such as banks and cooperatives. It is 
also used to lure the unwary into highly speculative ventures that would 
not be likely to attract careful and well-informed investors. If the prospective 
business is less dubious, but still rather venturesome, the promoter may seek 
the support of a few large businessmen who are bold enough to be willing 
to risk considerable sums on a likely chance; or, he may perhaps obtain the 
services of a firm of investment bankers specializing in speculative securities. 
If the project is to consolidate a number of already well-established enter¬ 
prises, or to create a subsidiary corporation, it is more likely to appeal to 
conservative investors. In this case the promoter may go to investment 
bankers who specialize in more conservative types of investment. 

The promoter may invest funds of his own in the new corporation, but he 
relies mainly on others to supply the necessary capital. He is not an investor, 
but an organizer. For his work of promotion and organization, he usually 
receives a considerable number of shares of stock in the corporation he has 
created. When the organization is completed and the business has become 
a going concern, he may (if he is not a professional promoter) retain an 
active interest in it; very likely he may become the president or one of its 
principal executives. However, if he is a professional promoter, he will not 
want to remain long associated with it, for it is his specialty to start new 
enterprises, not to direct existing ones. In this case he will sell his stock in 
the new enterprise as soon as it becomes of sufficient value in the securities 
market. If the promotion has been successful, he may reap a large profit 
from this sale. He will then look for an opportunity to launch another 
venture, leaving businessmen of another type in charge of the new concern. 

The work of promotion is very necessary and useful, but it can be abused. 
Some promoters are persons of the reckless type who do not scruple to initiate 
very risky projects, as long as they are financed with other people’s money. 
Gullible investors are duped by promises of great riches displayed in glitter¬ 
ing circulars or pictured by slick salesmen. The victims put their savings into 
dubious or even fraudulent projects, and when the enterprises have been 
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launched, the promoter cashes in his share before the bubbles burst. He then 
departs, leaving the stockholders in possession of a business that is sure 
to fail, lire prevention of this “wildcat” kind of promotion is one of the 
important problems of corporate regulation. 

Investment Banks.—There is a special class of institutions, known as in¬ 
vestment banks, whose function is to act as middlemen between corporations 
seeking to market their securities and investors lcx)king for desirable invest¬ 
ments. These firms arc private organizations. Often organized in the part¬ 
nership form, they usually have an established clientele of customers who 
rely upon them for advice about their investments. Both corporations and 
investors derive distinct advantages from having these middlemen as go- 
betweens. Since the investment bankers are specialists, they have a broad 
knowledge of the market for securities which is very useful to corporate 
managements seeking funds for expansion. The investment banker can 
advise the managers as to the best type of security to issue for their pur[)ose, 
and he is in a position to guarantee the sale of the securities to his established 
patrons. Investors gain because of the superior knowledge which the banker 
has about the affairs of the corporations whose securities he offers for sale. 
A reputable banker will not undertake to sell the stocks or bonds of a cor¬ 
poration without first obtaining a satisfactory report concerning its financial 
condition, and he is in a position to demand detailed facts which the indivi¬ 
dual investor could not secure. Moreover, since the banker deals with many 
corporations, he has a broader and more detached view of the business wf)rld 
and of expanding and declining industries, which puts him in a position 
to give wise advice to both managements and investors. Sometimes, jf a 
corporation finds itself in financial difficulties, the investment banking firm 
that has previously assumed responsibility for selling its securities to the 
investing public will come to its aid with financial help to tide it over a hard 
period. The firm does this in order to maintain the confidence and con¬ 
tinued patronage of the investors who are its patrons, and who might lose 
their faith in it if the securities it had previously sold to them proved to 
be a source of loss. 

There is a considerable amount of specialization among investment banks 
as to the types of securities they handle. Some deal primarily in bonds; these 
cater mostly to conservative investors. Others deal chiefly in common stocks; 
these cater to investors of a more speculative kind. Preferred stocks may' be 
handled by either type of banker. Some sell securities in wholesale lots; 
others are retailers. 

In addition to providing an outlet for new securities, investment bankers 
will often maintain a market for securities which they have previously sold 
to their patrons, in case the latter wish to dispose of their holdings. There 
are organized stock exchanges (presently to be described) through which 
many of the securities issued by the better known corporations can be bought 
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and sold, but there are many securities not listed on these exchanges. In¬ 
vestors would be reluctant to put their money into unlisted stocks or bonds 
if there were no channel through which they could resell them in case they 
desired to recover their money. The investment bankers, therefore, find it 
good business to provide such a service, acting as brokers for the sale of the 
securities to other clients. Since the investment bankers are usually mem¬ 
bers of the stock exchanges, they will also make purchases and sales on 
the exchange for their clients. For such brokerage services they charge a 
small commission. 

Notwithstanding these useful functions, investment bankers are often 
criticised—sometimes with justice. Investors complain that they are inade- 
cjuately protected by the firms from whom they buy securities. It must be 
admitted that supposedly reputable investment bankers have sometimes 
marketed securities in enterprises whose unsoundness would have been 
clearly known to the bankers if they had made adequate investigations. 
The investing public has lost large sums of money in this way. Corporations 
complain that investment bankers, as a condition to handling their securities, 
sometimes interfere too much in matters which should properly be left to 
management; also that their charges for services to corporations are excessive. 
Finally, some critics have alleged that a few large investment banking firms 
have acquired such power that they maintain a virtual monopoly of the 
securities market, so that corporations seeking funds are compelled to accept 
their terms if they are to obtain the capital which they need. This last charge 
has not been proved, and is probably a gross exaggeration. 

Underwriting.—When a promoter or an established corporation asks a 
firm of investment bankers to market an issue of securities, the bankers will 
put experts to work analyzing the proposed new issue. If they find it sound 
and worthy of their support, they will agree to purchase outright all of the 
securities, usually at a discount—that is, at less than their face value, by 
perhaps as much as 20 per cent. If the issue is large, the banking house 
approached may ask others to associate themselves with it in “floating” the 
issue, thus forming what is called a syndicate. The securities so purchased 
are apportioned among the various banking and brokerage houses through¬ 
out the country and sold to 4;he investing public by individual salesmen em¬ 
ployed by these outlying smaller institutions. This practice of guaranteeing 
the sale of an issue of securities is known as underwriting. By this means the 
promoters or officers of a corporation are assured of the money necessary 
to inaugurate a new business or to expand an old one. The bankers make 
such guarantees with confidence because they know that they have previously 
built up a market for the securities offered by their firms. Once a particular 
issue has been sold to the public, the banking house which underwrote it 
may then step out of the picture, but some firms retain an interest in the 
businesses whose securities they have marketed even after they are no longer 
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heavily interested financially. As stated above, they will sometimes give 
additional support to a company to protect it from failure in order to main¬ 
tain the good will of their customers. No banking house can hope to succeed 
if a large percentage of its security issues turn out to be failures. 

Stock Exchanges.—Since the stocks and bonds of corporations can be 
transferred freely by their present holders to other persons, there is an active 
market for the purchase and sale of these securities. An important part of 
this market consists of the stock exchanges, of which there is one or more 
in most of our larger cities. The New York Stock Exchange is by far the 
largest and most important of these, and the one after which most of the 
others are patterned. This organization is a private, unincorporated associa¬ 
tion of more than a thousand members. The members are brokers who 
execute orders for other persons on commission, and traders who deal in 
securities on their own account. Most investment bankers have member¬ 
ships in one or more stock exchanges. The privilege of trading on the flexor of 
the exchange is valued very highly, memberships (known as “seats”) having 
sometimes been sold for as much as several hundred thousand dollars. Trans¬ 
actions between members of the exchange are governed by a strict set of 
rules enforced by a governing committee. These rules are intended to set 
up standards of fair dealing and to prevent abuses. Only approved securities 
of corporations already well established are admitted to transactions on the 
exchange; for a security to be listed, the corporation in question must comply 
with definite requirements designed to disclose its financial standing and 
the state of its business. New enterprises, and older ones of doubtful stand¬ 
ing, must find a market for their securities elsewhere, either through invest¬ 
ment bankers and brokers, or by direct appeal to the public as described 
above. So, while the stock exchange does not guarantee the securities traded 
in it, the investigation made by the listing committee assures the public that 
the corporations concerned are at least bona fide going concerns. Some ex¬ 
changes are less conservative than others. For instance, the New York Curb 
Exchange lists securities which are not accepted by the New York Stock 
exchange. Local exchanges in the various cities also usually list the securities 
of local corporations not widely enough known to be sold in a nation-wide 
market. 

Stock Speculation.—The stock exchanges arc primarily markets for specu¬ 
lation; that is, for buying and selling securities in the expectation of profiting 
by an anticipated rise or fall in their prices. As the earnings of a corporation 
go up and down, ownership of its stocks becomes more or less desirable, and 
their market prices fluctuate accordingly. It is these fluctuations that afford 
an opportunity for speculative profits. Sometimes the prices of stocks will 
change very rapidly and fortunes can be made or lost in a few days by those 
who speculate in them. In order to facilitate such speculation, there has 
been developed an elaborate system of telegraphic communication by which 
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the terms of every sale in the exchanges, as well as important bits of business 
news and gossip, are quickly made known in brokers’ offices throughout the 
country. It is further facilitated by the financial items printed in the news¬ 
papers, by special financial journals and business forecasting services, and by 
the publicity of accounts required of corporations whose securities are listed 
on the exchanges. 

It is claimed that three useful functions are performed by this speculation. 
These are: the maintenance of a continuous market for securities, the guiding 
of new capital into the most profitable fields, and the discounting of future 
business conditions. 

As to the first of these functions, the existence of a continuous market, 
in which securities may be immediately converted into cash if the owner 
so desires, undoubtedly stimulates investment. The average person would be 
unwilling to invest in corporate securities if the possibility of selling them 
quickly in case of need were removed. There is always an immediate market 
for securities which are listed on the organized stock exchanges. This is also 
of assistance to commercial banks in making loans to business men. Banks 
are glad to make such loans if the borrower can pledge with them, as 
collateral security, bonds or stocks which are listed on a stock exchange. The 
bank can then watch their market value, as quoted on the exchange, and sell 
them for enough to cover the loan, should this be necessary to protect itself 
against default by the debtor. 

The second function, that of guiding new capital into the most profitable 
channels, is accomplished by the publicity given to security prices and yields 
in the daily reports of stock exchange transactions. Investors will ordinarily 
avoid the purchase of new security issues offered by industries which are 
showing a poor yield; they will be more likely to put their money into issues 
of those corporations and industries which show high earnings and bright 
prospects, as revealed in the market prices of securities already established. 

The discounting function is said to operate as follows. Changes in general 
business conditions, or in the conditions of individual enterprises, presum¬ 
ably become known to “insiders” or speculators before they take place, or at 
least before they are known to the general public. Speculators then seek to 
take advantage of this knowledge by buying or selling the securities likely 
to be affected favorably or adversely by the expected change. This buying 
and selling gradually raises or lowers the prices of the securities. When the 
anticipated event occurs, the price of the securities has already been adjusted 
to it, and the sudden change in their value which would otherwise result is 
thus prevented. To some extent this discounting makes it possible for in¬ 
vestors at large—^by watching the trend of stock prices—to anticipate certain 
changes in business. Stock market price movements usually anticipate by 
some months changes in business activity itself. This principle is utilized 
by the various agencies now engaged in business forecasting. It also gives 
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bankers and investors more time to protect themselves against impending 
adversity in those cases where securities have been pledged as collateral for 
bank loans. 

Margin Trading and Stock Exchange Abuses.—While undoubtedly the 
stock exchanges do perform the useful functions claimed for them, in the 
past there have been serious abuses which have offset these advantages to 
a considerable extent. For instance, for many years it has been the practice 
of speculators to buy stocks “on margin.” Under this practice, a speculator 
could purchase stocks through a banker or dealer by depositing only a frac¬ 
tion of the purchase price with him. The dealer or banker would supply 
the rest of the money needed to make the purchase—thus, in effect, making 
a loan to the purchaser—and would hold the stock as security. For instance, 
suppose someone has received a “tip” to the effect that the DuPont Corpora¬ 
tion is about to bring out a new chemical discovery that will prove sensa¬ 
tional. Anticipating a rise in the price of this company’s stock when the 
facts become public, he desires to profit by this increase. He makes a deal 
with his broker to purchase $25,000 worth of this stock on a 20 per cent 
margin. He pays the broker $5,000, which is 20 per cent of th(? investment. 
Now, if the stock goes up in accordance with his expectations, he can 
presently sell it for, let us say, $40,000. This is sufficient to repay the loan 
with interest to the broker, return his own investment, and yield him a profit 
of nearly $15,000 besides. It has been a very successful speculation, l^ut 
suppose he has been misinformed, and that the stock goes down in price 
instead of up. If it falls to somewhere near $20,000, the broker, fearing' that 
the value of the stock will no longer be sufficient to protect his loam, will 
compel the buyer to put up more cash, or he will sell the stock at once. 
If he sells the stock, the buyer suffers a loss; if the buyer puts up more 
margin, he runs the danger of losing a still larger sum if the stock should 
continue to fall. If he is a small speculator, he may lose the greater part of 
his savings in this way. 

This practice of margin trading has several evil effects. It is responsible 
for a large volume of bank loans that are based on a rather precarious founda¬ 
tion. Amateur investors, attracted by the ease with which a large purchase 
of securities can be financed on a small investment, are encouraged to take 
a “plunge” on a rising stock market. The active demands for securities thus 
created force their prices up to unreasonable levels. Sooner or later it is 
discovered that corporate earnings do not justify these high pricCsS, and they 
fall. Then the margin traders are caught, and, having insufficient capital 
with which to increase their margins, they are forced to sell the stocks at 
sacrifice prices, thereby losing their investments. The stock market is very 
volatile, because stock prices depend so largely on guesses as to the uncertain 
future, and are influenced by rumors and conjecture. Waves of optimism 
and pessimism spread through the market like a contagion, forcing prices 
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now up> now down, sometimes with such rapidity that huge fortunes can 
be made or lost in a single day. The great stock market boom of 1929 and 
its headlong crash in November of that year will be long remembered as 
one of the great financial debacles of recent times. It brought financial 
ruin to thousands of people, and embarrassed many banks whose funds had 
been used to finance stock purchases on margins. The practice of margin 
trading aggravates these upward and downward swings, because it multiplies 
by several times the cfTect of each investment in the market. 

It can be divined that much of the activity that goes on in the stock 
exchanges passes the bounds of reasonable speculation, and is little more than 
gambling. There are professional speculators whose stock market dealings 
are based on g(x>d iiulgrnent arising out of broad knowledge and careful 
study of such matters as changing demands, expanding and declining in¬ 
dustries, and the quality of corporate managements; but there are so many 
unintormed and irresponsible dabblers in the stock market that its usefulness 
is considerably impaired. Furthermore, there are often groups of traders 
who manipulate tlie machinery of the market to their own advantage at the 
expense of other iiu'cstcjrs. For instance, such a group may wish to buy up 
the common stt)ck of a certain corponition, cither because they wish to gain 
control of the business, or merely to sell the stock later at a profit. In order 
to buy this stock cheaply, they may circulate false rumors derogatory to the 
company, or they may engage in “wash” sales, selling and reselling their 
own stock to dummy purchasers at low prices, in order to frighten other 
investors into selling their shares in the corporation. The manipulators buy 
up this stock and then proceed to operate in exactly the opposite manner, 
now^ making dummy purchases and circulating encouraging reports, thereby 
iorcing the price up to a point at which they can sell their holdings for a 
substantial profit. It is not difficult for professionals to dupe the many 
amateur investors in the stock market by methods of this kind. Sometimes 
irresponsible brokers will even stoop to the practice of speculating on the 
market with their customers’ funds, a criminal ofTense which, if discovered, 
will expose them to serious punishment. 

Public criticism of these practices, and the consciences of honorable bank¬ 
ers and dealers who realize their evil effects, have led to the adoption by 
various stock exchanges of progressively better rules to curb some of the 
worst abuses. These rules limit the securities listed on the exchanges to those 
corporations that have been investigated and approved by their listing com¬ 
mittees, and they set up certain standards of financial responsibility and 
business conduct wffiich must be observed by their members. However, 
there are speculative activities by nonmembers outside of the stock exchanges 
which cannot be controlled in this way, and besides, the members of the 
exchanges cannot be expected to govern themselves with the same rigor and 
regard for the public interest that a public regulatory body would be likely 
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to enforce. Therefore, there has been a trend toward increasing regulation 
of the securities markets by government. 

State “Blue Sky” Laws. —Most of the states in this country have made 
some ef?ort to prevent fraud in the sale of securities, and to check unethical 
performance on the part of dealers in stocks and bonds, by the passage of 
so-called “blue sky” laws. Under these laws a commission or otheial is ap¬ 
pointed whose approval must be obtained before security issues can be 
offered for sale to the investing public. The laws usually require that the 
securities be clearly designated and labeled so as to show the quality of risk 
they involve, whether secured by mortgages, or unsecured, and so on. The 
issuing corporations are also required to publish certain facts about their 
promoters, officers, and directors, the financial position of the company, 
compensation paid to promoters, and the consideration received for stock 
not sold for cash. The commissions which may be paid to salesmen for 
selling stock are limited. Securities may be exempted from these regulations 
if they are listed upon recognized stock exchanges (whose rules presumably 
provide sufficient protection), or if they are regulated by some other public 
service body, such as a public service commission or banking department, 
or if they are handled by established investment bankers, or if they are gov¬ 
ernment bonds. These exemptions have the effect of limiting the legislation 
mostly to those securities wdiich are offered to the general public outside die 
organized market. It is in securities of this type that the most fraudulent 
promotion schemes are likely to be found. The law's derive their name from 
the idea that they are intended to prevent the sale of the blue sky to unw'ary 
investors. 

As in many matters of public regulation, so here, the existence of forty- 
eight different states with different standards impairs the usefulness of these 
laws. They vary widely from state to state, so that in some jurisdictions the 
investor is given very little protection. In general, they have not provided 
as much protection as was needed, and they do not extend to interstate sales. 
This has made it possible in many cases for the operators of certain kinds of 
stock swindles to escape prosecution by simply moving to another state. As 
a result of these conditions, there was a great deal of pressure for federal 
regulation. This led to the passage in 1933 of the Federal Securities Act, 
providing such regulation, and in 1934 Securities Exchange Act, 

amending its predecessor and creating a Securities and Exchange Com¬ 
mission. 

Federal Regulation of Securities Selling. —The purpose of the Federal 
Securities Act (in its own language) is “to provide full and fair disclosure of 
the character of securities sold in interstate and foreign commerce, and 
through the mails, and to prevent frauds in the sale thereof.” It aims to ac¬ 
complish this primarily by compelling corporate officials to give investors 
adequate information about the companies in which the latter are asked to 
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invest their funds. Where an issue of securities amounting to $300,000 or 
more is offered for sale beyond the confines of a single state, or by mail, 
the issuing corporation must file with the Securities and Exchange Com¬ 
mission an elaborate registration statement, setting forth in detail the essential 
facts concerning the securities, the company, its management, the purpose for 
which the securities are being issued, and further information concerning 
the financial position of the company, the salaries of its officers, its options, 
contracts, and other data. 

Dealers who participate in the sale of securities must provide their cus¬ 
tomers with prospectuses which contain a condensation of the material set 
forth in the registration statement. Registration statements and prospectuses 
are critically examined by experts on the staff of the commission before the 
securities arc marketed. If the statements are found to be misleading, in¬ 
accurate, or incomplete, the company is given an opportunity to amend its 
statements; but if suitable information is not forthcoming the commission 
can, after a public hearing, refuse to accept the statement and thereby deny 
to the corporation the right to offer its securities for sale. Furthermore, cor¬ 
porate officials and security dealers are subject to criminal prosecution and 
punishment for violations of the law or for willfully making misstatements 
of fact in connection with their registration statements or prospectuses; and 
where there have been untrue statements or withholding of material facts, 
purchasers can recover damages from the issuers of the securities, and from 
directors, accountants, engineers, or others who have been responsible for 
such errors, unless the defendants can show that the losses were not caused 
(or were only partly caused) by the misinformation. Where an issue of 
securities is less than $300,000 in amount, registration statements are not 
required, but officers and dealers in such cases are held responsible for in¬ 
accuracies or omissions in their prospectuses, the same as for larger issues, if 
complaints bring the cases to the attention of the commission. 

Of course, the government does not undertake to protect investors against 
the ordinary risks that are inherent in every business. A business enterprise 
is a venture that is always fraught with some uncertainty, and the investor 
must face the chance of possible failure; but he can and vshould be protected 
against fraud, and he can and should be given honest statements of fact 
in order that he may have a reasonable basis for judgment. That is what 
the Federal Securities Act is designed to accomplish. If the act is wisely 
administered and effectively enforced it can be of great benefit. The general 
opinion among impartial observers appears to be that the Securities and 
Exchange Commission is doing its work well. It has compelled corporations 
to make such complete disclosures of facts that it is now difficult for fraudu¬ 
lent promotion projects to gain access to the securities markets. 

The Securities and Exchange Commission.—The Securities and Exchange 
Commission (commonly called SEC) is a bipartisan federal body of five 
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members, appointed for five-year terms by the President, with the advice and 
consent of the Senate. Its work is not only to enforce the provisions of the 
Federal Securities Act, but to regulate the whole business of trading in 
securities.^ In order to accomplish this, it has power to regulate the stock 
exchanges, as well as over-the-counter sales taking place outside the ex¬ 
changes. Stock exchanges must be registered with the commission, which is 
authorized to regulate their rules of trading, so as to prevent abuses. Brok¬ 
ers and dealers doing an over-the-counter business must also be registered. 
These dealers are regulated through a voluntary organization known as the 
National Association of Securities Dealers, Inc., which is subject to the com¬ 
mission’s jurisdicti(>n. All brokers and dealers who have not been disquali¬ 
fied because of unethical business practices are eligible to membership in this 
body. All security issues listed on the registered stock exchanges must be 
individually registered with the commission, which can compel the provision 
of adequate statements as a condition to such listing. This brings under the 
supervision of the commission securities issued prior to the passage of the 
Federal Securities Act. The commission requires periodic reports (which 
are open to the public) from corporations whose securities are listed. This 
keeps the registration statements up to date. The commission is further 
empowered to prescribe the kind of accounts to be kept by members who 
trade on the exchanges, and to examine the books of these members from 
time to time. It may suspend trading in any issue of securities which does 
not comply with its rules concerning registration, and it may even suspend 
the stock exchanges themselves. 

The Securities Exchange Act forbids certain manipulative practices and 
provides serious penalties for violations. This makes it illegal to circulate 
false information about securities, to '‘rig” the market to force prices upward 
or downward, or to engage in fictitious transactions such as “wash” sales. 
Pools (that is, groups of traders) to buy or sell stock are permitted, but they 
must be registered with the commission, and they cannot use publicity to 
force security prices up or down. There arc also provisions designed to 
prevent officers and directors of corporations from using their positions to 
advance their own interests at the expense of their stockholders. These will 
be explained in a later paragraph. To control dealings on margin, the Board 
of Governors of the Federal Reserve System (rather than the Securities and 
Exchange Commission) is given the power to fix margin requirements, and 
brokers’ loans can be made only through banks that are members of the 
Federal Reserve System, or that have agreed to abide by its margin require¬ 
ments. 

^ It also administers the Public Utilities Holding Company Act, which will be described in 
Chapter V, and it has certain powers of supervision over investment trusts, investment compa¬ 
nies, and indenture trustees, and over corporation reorganizations in the federal courts arising 
out of bankruptcy. These last are matters with which we shall not be concerned. 
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It can be seen from the foregoing account that the Securities and Ex¬ 
change Commission is a very powerful body, which has an enormous task 
of supervision. To facilitate this task, it has set up ten administrative zones 
in the United States, with a regional office in each zone. It is generally 
agreed that the commission has made wise use of its powers, and that it 
has reduced the abuses of the stock exchanges without impairing their use¬ 
fulness. Corporations have complained that the statements they must file are 
unreasonably detailed, involving excessive clerical costs; and there has been 
some fear that the commission’s regulations would hamper legitimate trading 
and discourage new security issues. However, the requirements of the com¬ 
mission on the whole appear to have been not unreasonable, and no more 
than is necessary to check some of the flagrant abuses which were formerly 
widespread. The entrance of the federal government into the field of secur¬ 
ities market regulation represents a needed improvement. The effects in the 
long run will undoubtedly be beneficial, and it will probably be firmly 
established as a part of our accepted institutions. 


B. Problems of Corporate Financial Structure and Control 

The Corporation as an Artificial Person. —In the famous Dartmouth 
College Case, Chief Justice Marshall said, ‘'A corporation is an artificial 
being, invisible, intangible, and existing only in the contemplation of the 
law.” As a result of this interpretation, the corporation has come to be re¬ 
garded by the law as a fictitious person, an entity separate and distinct from 
the stockholders who own it and the officers who direct its management. 
It can own property, sue or be sued in the courts, and make contracts in the 
conduct of its business, just as if it were a real person or citizen. If a pas¬ 
senger suffers injury arising out of defective equipment in a street railway 
car, he brings suit for damages, not against the president, directors, stock¬ 
holders, or employees of the corporation, but against the corporation itself. 
And if a corporate enterprise enters into a contract with some other business 
organization to buy or sell goods, the contract is made in the name of the 
company, not in the name of the people who own or manage it. 

Because of this conception, the officers who direct the affairs of a cor¬ 
poration operate behind a screen which shields them to a considerable degree 
from personal responsibility for their acts. It has often been said that a 
corporation has no soul. This is merely another way of saying that its officers 
will do things in its name that they would not do under their own names. 
The corporate organization has introduced an impersonal element into busi¬ 
ness that leads to much unethical behavior. Wrong doing arises not only 
in the relations between the corporation and its customers and competitors, 
but also inside the corporation itself, in the relations between the directors 
and managers on one hand, and the larger group of stockholders on the 
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other. We must consider some of these abuses, particularly those of the 
latter sort. 

Capitalization, Overcapitalization and Stock Watering.—Ordinarily, a 
bond or a share of stock is supposed to represent the investm.ent of a certain 
amount in the capital of the company concerned; and this amount (which 
is stated on the bond or slock certificate) is known as the par value of the 
security in question. The total par value of all the outstanding stocks and 
bonds of a corporation is said to be its capitalization. For instance, a com¬ 
pany with 100,000 shares of stock with a face value of $5 per share and with 
$500,000 of bonded indebtedness would be said to be capitalized at $1,000,000. 
But this capitalization does not always correspond to the actual investment 
of the stockholders and bondholders. Occasionally the investment may ex¬ 
ceed the capitalization. This will be the case where, as a result of profitable 
business and reinvestment of earnings, the company has been able to expand 
its plant without borrowing and without selling new securities. In such a 
case, the company may be said to be undercapitalized. More often the 
nominal capitalization will exceed the amount of investment, in which case 
the corporation is overcapitalized. Overcapitalization may be the result of 
loss of assets, caused perhaps by ill fortune or poor management. In a great 
many cases, however, there is deliberately issued a volume of securities far 
exceeding the actual investment in the company’s assets. This practice of 
inflating the capitalization is known as stocf{ watering. It results in abuses 
that are of concern to both investors and the public at large. Let us there¬ 
fore consider how such stock watering takes place, the motives behind it, 
and the consequences which flow from it. 

The stock is often watered by promoters at the time of incorporation. 
They may sell bonds or preferred stock to the investing public, but keep 
most or all of the common stock for themselves. They invest no money, 
but take the stock gratis as their reward for organizing the corporation. 
The holders of the bonds and preferred stock thus provide all the capital for 
the business, but the promoters, as the principal owners of the common 
stock, have legal control of the company, and will receive most or all of any 
profits that may be made, after interest on the bonds and dividends on the 
preferred stock have been paid. 

Another way in which watered stock may be used is to make the sale of 
stock attractive to investors, making it appear that the latter are getting more 
than their money’s worth. A common scheme, for instance, is to offer for 
sale a certain quantity of preferred stock at its par value, while giving with 
it a bonus of common stock. Preferred stock in such a case represents cash 
actually paid in, while the common stock is simply so much paper issued to 
purchasers of the preferred stock to attract them to the proposition. 

Again, stock watering often takes place when several independent cor¬ 
porations are consolidated into a single new enterprise. Suppose that five 
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competing electric companies in a large city have plants whose actual cost was 
$100,000 each, and that this cost is represented by shares of stock with par 
value equal to that amount—a total of $500,000. A group of promoters may 
conceive the idea of amalgamating these five companies into one, thereby 
creating a monopoly which, by the elimination of competition, will be able to 
charge higher rates for its service than the separate companies are able to 
charge, and thereby increase the profits. In order to induce the present 
stockholders of the several companies to consent to such a merger, the pro¬ 
moters may offer, in exchange for the stock of these companies, say $1,000,- 
000 worth of stock in the new corporation. Each stockholder of the original 
companies receives stock in the new corporation equal to twice the par value 
of his former holdings. We now have one corporation owning all five plants. 
The plants represent no more real capital than before and no additions to 
them are made, but the nominal capitalization is now $1,000,000, or twice 
their actual cost. In other words, the stock has been watered by too per cent. 
Merely by printing pieces of paper which bear figures double the amount of 
the old ones, it has been made to appear as if there were twice as much 
capital! 

By virtue of the monopoly which has been created, it is possible that the 
new company can earn profits which will pay dividends on the new slock 
just as high as, or higher than, those which were paid on the stock of the 
formerly separate concerns. Moreover, the holders of this watered stock 
will expect to receive such dividends. If the old corporations were paying 
profits of seven per cent on an investment of $500,000, the new company 
will be expected to pay dividends of seven per cent on a capitalization of 
$1,000,000, which can be accomplished only by an increase in the prices which 
they charge for electrictiy. The stockholders will now be receiving 14 per 
cent on their actual investment, but this high profit is concealed by the over- 
capitalization, which makes the return appear only half of that. This extra 
profit the consumers of the current will have to pay, and it is herein that 
one of the evils of overcapitalization rests. In nearly all consolidations of 
corporations in this country—in the organization of mergers and trusts and 
combinations of various sorts—overcapitalization has gone on, and it has 
served to conceal high earnings derived from the sale of commodities and 
services at exorbitant prices. 

Stock Dividends.—In addition to the cash dividends which corporations 
pay to their stockholders as their share in the earnings of the business, they 
sometimes issue what are known as stoc\ dividends. These consist of addi¬ 
tional shares distributed gratis to the stockholders, in proportion to their 
present holdings. There are many cases where stock dividends of 25, 50, 100 
per cent, and even more, have been issued by conspicuously successful enter¬ 
prises. Often these stock dividends represent real increases in the corpora¬ 
tion s capital, arising out of reinvested earnings. Where a business has been 
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profitable, its directors may have decided to use some of the profits to extend 
the company’s plant or to develop new branches of the enterprise. If this has 
occurred, the stockholders really own more capital than is indicated by the 
par value of the shares they hold, and the company is undercapitalized. 
Under such circumstances a stcK'k dividend is simply a way of distributing 
to shareholders new certificates which represent the new capital that has 
been accumulated. There need be no overcapitalization in this proceeding; 
the capitalization is merely ccjrrected so as to correspond with the actual 
investment. It may nevertheless constitute an abtise, in that it may there¬ 
after serve to conceal the fact that the company’s charges in the past have 
been so excessive as to yield scandalously high earnings. 

The same device may be employed to conceal exorbitant charges in the 
present. If a company, by exploiting its customeis, is clearing, say, $20,000 
yearly on an investment of fioo,ooo, its rate of profit is the very high one 
of 20 per cent. By issuing a stock dividend of $100,000, the capitalization is 
swelled to $200,000. Earnings of $20,000 look very much more respectable 
in relation to such a sum, for they are now only 10 [)er cent of the nominal 
capitalization! This is a clear case of stock watering. It is apparent from 
these considerations tliat the practice of issuing stock dividends is not one 
that should be permitted indiscriminately. 

Stock of No Par Value as a Remedy for Overcapitalization.—The abuses 
of overcapitalization have become so serious that laws prohibiting or re¬ 
stricting it have been passed in many states. In some states the custom has 
come into rather general use of issuing stock of no par value. A corporation 
then has no nominal capitalization; each share of stock merely re[):esents a 
certain proportion of the total net worth of the company. The actual value 
of the shares is determined by the price at which they are selling in the 
stock market. This is really what determines the value of all corporate assets 
and securities anyhow, the nominal capitalization being of little significance 
when the enterprise has once become a going concern; for investors, in buy¬ 
ing the securities of established companies, base their judgments of value 
on what the companies have been earning, not on what the shares are 
nominally represented to be. There is therefore much reason for discarding 
the practice of attaching par value to shares of stock. However, if state laws 
are lax, stock of no par value can be used to work discrimination against 
the average shareholder by offering it at a low price to those who are in on 
the scheme while exacting a higher price from all others. In this way, the 
promoters or controlling officials are given an unfair claim on the company 
at the expense of the other security holders. So the device of no par stock 
gets at only part of the problem. It protects the consuming public against 
the concealment of extortionate rates by overcapitalization, but it does not 
protect the stockholders against exploitation by officials who abuse their posi¬ 
tion as active controllers of the corporation. This abuse is perhaps the most 
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serious problem arising out of the corporate form of business enterprise. 
It goes far beyond the mere matter of stock watering. We must therefore 
consider it more fully. 

The Separation of Ownership from Control.—^Under the system of capital¬ 
ism, the ownership of property supposedly carries the right to control it. In 
the single enterpriser form of business organization, this principle is carried 
out; the enterpriser who owns the business is its active manager and has 
complete control of its policies. The same is true of the partners in a partner¬ 
ship. In both of these cases there is complete identity of interests between 
ownership and management. This is usually considered a good principle 
because the very institution of private property depends upon it for its justi¬ 
fication. It has long been held by scK'ial philosophers that property is most 
likely to be wisely used if it is controlled by those who own it, for the owner 
has his wealth at stake and will be more concerned to preserve it and make 
it fruitful than any other person would presumably be. One writer even 
suggests that the golden rule of capitalism is, “Where the risk lies, there 
the control lies also.” ^ 

In the modern corporation this rule no longer prevails. The very structure 
of the corporation effects a considerable separation of ownership from man¬ 
agement. To begin with, bondholders and preferred stockholders do not 
usually have any voice in determining the policy of the corporation into 
which they have put their wealth. Their interests are supposed to be pro¬ 
tected by the fact that they have a prior claim on the earnings of the cor¬ 
poration before dividends can be paid to common stockholders. It is 
presumed that the latter, through their boards of directors and delegated 
officials, will conduct the corporation in such a way as to earn profits for 
themselves, so that returns to bondholders and preferred stockholders will be 
taken care of as a prerequisite to that end. However, it is not the mass of 
common stockholders who control the affairs of the corporation, but a small 
group of insiders who are in a strategic position which gives them the actual 
power. These insiders may consist of the leading members of the board of 
directors or the administrative officers of the company. 

In many corporaiicais the number of stockholders is so large, and they 
are su widely scattered, that it is not feasible for all of them to participate 
actively in the affairs of the business. A corporation may have a stock¬ 
holders’ list that runs not only into thousands, but even into hundreds of 
thousands. For instance, the American Telephone & Telegraph Company, 
which operates the Bell Telephone System, is owned by some 210,000 house¬ 
wives, 25,000 persons in the field of management and finance, 115,000 tele¬ 
phone employees, 90,000 clerks and salespeople, 30,000 manual laborers, 
40,000 professional and technical men, 25,000 schoolteachers, 25,000 farmers 

*D. H. Robertson, The Control of Industry. (1923), p. 88. 
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and tradesmen, 15,000 government employees, 35,000 merchants, 25,000 en¬ 
gaged in personal service, 21,000 retired persons, 20,000 trusteces for estates, 
and 5,000 corporations and private firms—this last group including 500 
churches, 250 schools and colleges, 200 institutional homes, and 150 hospitals/*^ 
It would be manifestly impossible for all these people to come together in a 
stockholders’ meeting; hence, the active control must rest in the hands of a 
relatively small group. While few corporations are as large as this one, 
there are many thousands which represent similar conditions on a smaller 
scale. 

In most such cases, the bulk of the stockholders take no active part in 
the business of the companies of which they are nominally the owners. Even 
if they tried to do so, they would find in many cases that a few of the large 
stockholders would have the active control. Since policies are determined 
by majority vote and there is one vote for each share of sttxk, a group of 
insiders need control only 51 per cent of the shares in order to have the 
corporation completely in their hands. In practice, they do not need that 
much, because many stockholders are inactive and do not vote at stock¬ 
holders’ meetings. In most states, a majority of those present (either in 
person or by proxy) is sufficient to decide the issues that come before the 
meeting. 

Although stockholders who cannot come to the meetings in person have 
the privilege of voting by proxy through someone who does attend, this is 
no guarantee that their interests will be represented, for it is quite common 
for the insiders to solicit the proxies of inactive stockholders under pretense 
of representing their interests, when their real motive is to gain control of 
enough votes to arrogate to themselves the real power. Occasionally a minor¬ 
ity group is sufficiently strong and has the financial resources to fight the 
inside group successfully by soliciting proxies. Such cases are rare, however, 
for the costs of reaching thousands of stockholders through the mails and 
financing an expensive court fight are impassable barriers to all but very 
wealthy parties with a large interest at stake. The result is that, in the great 
majority of cases, the stockholders have to depend upon the good faith of the 
management to look after their interests. 

Devices to Widen the Separation of Ownership from Control.—^Not con¬ 
tent with the separation of ownership from control inherent in the ordinary 
forms of corporate structure, financial schemers have developed a number of 
devices by which control can be further concentrated, so that the insiders can 
get into their hands aggregates of corporate property many times greater 
than any financial stake which they themselves may have put into the cor¬ 
porations whose affairs they direct. 

® These figures arc taken from a circular sent to its customers by the Bell Telephone Com¬ 
pany of Pennsylvania, in August, 1934. 
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We have already discovered that the device of stoc\ watering can be 
used in this way. By issuing to themselves a large block of common stock 
for their services in launching a new enterprise, promoters may secure a 
preponderant vote in a corporation’s affairs ut its very outset, and this with 
a very small investment of their own—or none at all. 

Another device is that of nonvoting stoc\. Under certain state laws, it is 
possible to issue common stock of two kinds, Class A and Class B, the 
former carrying no voting rights, and hence no share in the control of the 
enterprise. The refinancing of the Dodge Motor Company by the investment 
banking firm of Dillon, Read and Company of New York is the classic 
illustration of this procedure.** It is reported that the bankers bought the 
business of Dodge Brothers, Inc., manufacturers of automobiles, for about 
$146,000,000. This sum they sought to recover with a profit by the sale to the 
public at par of bonds and preferred stock totaling $160,000,000, and also of 
nonvoting shares of Class A common stock amounting to $1,500,000. At the 
same time, there were issued 500,000 shares of Class B common stock, of 
no par value, which carried the voting privilege, but which was not sold 
to the public, being retained instead by the bankers. By this amazing trans¬ 
action, the banking house bought the business, sold it at a handsome profit, 
and yet retained full control! 

The device of tmthiple voting stocky is somewhat similar. It consi‘*s in 
the issuing of two or more classes of shares, some of which carry more vodng 
rights than the others. Cities Service Company, for example, sold 1,000,000 
shares of $1 par preferred stock to H. L. Doherty & Company in 1929.'' Each 
share of this stock entitled the owner to one vote in the election of directors; 
but the common stock, which was held by the general public, gave the right 
to only one-twentieth of a vote per share. 

Where nonvoting stock is used, those in control are at least part owners, 
as holders of the voting shares; but there is another device in which the sep¬ 
aration of control from ownership is complete. This is the voting trust, in 
which trustees hold the voting stock, giving the stockholders trust certificates 
in exchange. Formerly illegal, this has been legalized by changes in state 
corporation laws. In some cases it serves the useful purpose of giving minor¬ 
ity stockholders a share in control by pooling their holdings in a board of 
trustees to represent their interests; but it can be abused. 

Finally, there is a kind of corporation known as a holding company, 
which is formed, not to produce goods or operate an industrial plant, but 
merely to secure a controlling interest in one or more other corporations. 
Sometimes the stockholders in the companies to be controlled are induced 
to trade their shares directly for the stock of the holding company, in the 

* W. Z. Ripley, Main Street and Wall Street (1927), pp. 86-87. 

® A. A. Berle and G. C. Means, The Modern Corporation and Private Property (1932), p. 76 
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expectation that unified management of their several concerns by the parent 
company will result in improved efficiency (or in monopoly profits) that 
will increase their dividends. But it is not necessary that the stockholders in 
the subsidiary corporations consent to or even have knowledge of what is 
going on. Funds secured by the sale of stock of the holding company can 
be used by its promoters to buy in the open market enough shares in com¬ 
panies they desire to control to accomplish that purpose. The rest of the 
stockholders are virtually disfranchised. 

Often one holding company is “pyramided'’ on top of another. One need 
hold only slightly more than 50 per cent of the stock in a holding company 
to dictate the policy of all the subsidiary companies which are controlled by 
it. Suppose that a holding company is formed to buy a controlling interest 
in three subsidiary corporations whose outstanding common stock aggregates 
$300,000. Assuming that this stock is selling at par in the stock market, the 
holding company will need about $151,000 to purchase a controlling interest 
in the three companies. The promoters of the holding company need own 
only half of the common stock of the latter, or a little more than $75,000 
worth. Now suppose that a second holding company is organized to purchase 
a controlling interest in the first. It need be capitalized at only $76,000, and 
half of this sum will suffice to control it. Wc then have the owners of $38,000 
in the second holding company controlling the p>ropcrty of the three original 
subsidiaries, amounting to $300,000. It is a case of a very small tail wagging 
a very large dog. This could be repeated until several more holding com¬ 
panies were piled upon these. It was in this way that the Van Sweringen 
Brothers, in the 1920’s, with an investment of less than $20,000,000, gained 
control over Class I railroads possessing assets of over $2,000,000,000. ^ The 
same sort of thing has been accomplished many times over in American 
financial history. 

Misuse of the Power of Control.—This separation of ownership from 
control violates the golden rule of capitalism. It leaves the owners who have 
the largest financial stake in the corporation with nothing to protect their 
interests except the good faith of the managing officials. This would not 
constitute a serious problem if the interests of the management and the 
stockholders were identical, but they are not. There are various ways in 
which the managers can exploit their position to enrich themselves at the 
expense of the stockholders. It takes a strong sense of justice and unselfish¬ 
ness for the controlling officials not to take advantage of these opportunities. 
If they have managed the affairs of the corporation successfully, so that it is 
making good profits, they may feel (sometimes with justice) that it is their 
ability and enterprise which have brought the gains and that they, therefore, 
rather than the stockholders, should reap the major benefits. The stock- 

• Bcrlc and Means, op. cit., pp. 73-74. 



CORPORATION FINANCE AND SECURITIES MARKET loi 


holders and bondholders should be satisfied with a modest return of interest 
on their investment. So, the company’s business will be manipulated in such 
a way as to divert most of the gains into the pockets of those who are in 
control, and the less highly developed the ethical standards of these men, 
the further they will go in that direction. 

There are various ways in which the earnings of the business can be 
diverted to the pockets of the managers. They can appoint themselves and 
their friends to lucrative offices in the company, perhaps at salaries so large as 
to absorb all the earnings and leave no profits to be paid out in dividends. 
Or, if profits are exceptionally good in any particular year, they may persuade 
the directors to vote them a bonus as a reward for their real or fancied 
efficiency. There are numerous cases where the combined salaries and 
bonuses of particular officers in large corporations exceed $100,000 a year, 
running in some cases to more than a million dollars. Another favorite trick 
is to organize collateral companies, which arc owned by those in control, to 
sell raw materials or equipment to the primary corporation. For instance, 
the officers of a certain automobile manufacturing company organized an¬ 
other company to sell radiators to the first concern. They charged so 
exorbitant a price for the radiators that the cost of manufacturing the autos 
was too high for the automobile concern to prosper. The latter could have 
bought radiators more cheaply elsewhere, but since its officers were the same 
as those of the radiator concern, they used their power of control to patronize 
the latter. In this way they received good profits on their radiators at the 
expense of the stockholders in the automobile company. There are various 
possibilities of intercorporate relations similar to this which can be used to 
divert profits from stockholders to those in positions of control. 

Another device that accomplishes the same result is the parasite share. 
In this case, the corporation has two classes of common stock: Class A, which 
is entitled to rwo-thirds of the net earnings, and Class B, which receives 
one-third. Only Class A stock will be sold to the general public. Class B 
stock being held primarily by the insiders. Let us suppose that such a cor¬ 
poration at the time of promotion has $300,000 of paid-in capital, of which 
$200,000 is represented by A stock and $100,000 by B. In this case, the B 
holders have put up one-third of the capital, and it is not inequitable for 
them to receive onc-third of the earnings. However, when the business has 
become established and needs more capital for expansion, this will be ob¬ 
tained by the sale of, say, another $100,000 of Class A stock to the investing 
public. Class A holdings will now amount to $300,000, but Class B holdings 
will be no larger than before. Yet the owners of the B stock will continue 
to receive one-third of the profits, although three-fourths of the capital has 
been supplied by the other stockholders. 

These examples by no means exhaust the list. The affairs of the corpora> 
tion can be so manipulated as to make it appear to be losing money, until 
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uninformed stockholders are frightened into selling their shares at sacrifice 
prices. The managing officers can then buy up this stock at less than its true 
worth, and thereafter conduct the corporation so as to make profits, until the 
stock has increased in value to the point where they can resell it at a hand¬ 
some gain. In extreme cases corporations may be deliberately wrecked and 
thrown into bankruptcy so that an inside group may buy up the enterprise 
at bargain rates. 

It must not be inferred that all corporations have been characterized by 
these various abuses. Many corporations are ethically organized and honestly 
managed, with due regard for the interests of all the investors. The officials 
at the heads of such corporations are honorable men who perform their 
duties with a high sense of responsibility to their stockholders. Nevertheless, 
the evils described are sufficiently widespread to constitute a social problem 
of serious concern. 

The Prevention of Corporate Abuses.—It would be unjust to punish the 
good corporations for the sins of the bad ones by abolishing the corporate 
form of business altogether. Besides, the corporate form is the only one that 
is satisfactory for carrying on the large-scale enterprises which arc charac¬ 
teristic of modern industry. Its features of large membership, delegated 
management, transferability of shares, and long life, make it possible to 
gather into one business organization the large aggregations of capital which 
are essential to efficient production in this age of mechanical processes. What 
is needed is a program of control by which the disadvantages of the corpora¬ 
tion can be eliminated or reduced, while the advantages are retained. A 
number of measures have been suggested which lead in this direction. 

One is that all corporations doing an interstate business be required to ob¬ 
tain a federal charter. At the present time, a corporation can obtain a charter 
from any state that it chooses and do business in any or all of the other slates. 
This creates competition among the states to attract charter-granting business 
for the sake of the revenue derived from incorporation fees. Some states 
have been thus led to make the requirements for incorporation very lax, 
and other states have hesitated to make their requirements more exacting for 
fear of losing business to the lenient states. It is thought that federal charters 
could be surrounded by such conditions with respect to capital structure that 
the interests of the stockholders would be adequately protected. 

Whether through federal incorporation or otherwise, the law should pro¬ 
vide that all corporate securities, except bonds or other evidences of debt, 
should carry voting rights. Nonvoting stock, multiple voting stock, the 
voting trust and similar devices should be prohibited. The financial structure 
of the corporation should be simplified by restricting security issues to a 
small number of types. It would seem that the three classes—^bonds, preferred 
stock and common stexk—would supply sufficient diversity to meet the needs 
of different classes of investors. 
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It would probably be wise to pass legislation requiring uniform account¬ 
ing methods for all corporations, so that the accounts would reveal clearly the 
exact financial status of the business, instead of concealing important 
information, as is sometimes the case under existing practices. 

The law should direct that all directors and managing officials of cor¬ 
porations should be considered as serving in positions of trust for the stock¬ 
holders. This would place these officials before the courts as trustees., which 
they should be, because they are in truth a.ssuming responsibility for manage¬ 
ment of the property of other persons. They would then be held strictly 
accountable for their acts, and would be subject to criminal prosecution if 
they took advantage of their positions to enrich themselves at the expense of 
the investors whose interests they are presumed to serve. 

These measures should go far toward restoring the connection between 
the ownership and control of property, and thereby bring the golden rule of 
capitalism back into play. If every share of stock received voting rights in 
proportion to the investment actually made, if every investor had a clear 
understanding of the place which the security he held had in the corporate 
structure, and finally, if every director and official understood clearly that 
the courts considered him a trustee acting in the stockholders’ interests, then 
a marked change would be noticeable in the behavior of the insiders who ac¬ 
tually control a corporate enterprise. 

Finally, the use of the holding company should be drastically limited, if 
not prohibited altogether. Where genuine gains in efficiency can be achieved 
by bringing several businesses under one management, a merger of the 
companies into a single new corporation will usually accomplish the end 
desired without the surrender of control to financial schemers that so often 
accompanies the formation of holding companies. 

Some of these reforms have been partly achieved through the regulatory 
activities of the Securities and Exchange Commission. It can and does com¬ 
pel those corporations which put out new securities in amounts of 1300,000 
or more to file with it registration statements, giving sufficient information 
to reveal clearly the status of their businesses, including information cal¬ 
culated to reveal any misuse of their positions by corporate officers at the 
expense of stockholders. For instance, salaries and bonuses paid to corporate 
officials are regularly reported to the commission and made public by it, 
thus giving stockholders an opportunity to protest to the directors if they 
regard such salaries as encroaching upon their dividends. Corporate directors, 
officers, and stockholders who own 10 per cent or more of any issue of 
securities in their own companies, must report these holdings to the com¬ 
mission, and they must also report monthly their purchases and sales of such 
securities. They are not allowed to circulate misleading information to 
depress or raise the prices of securities, and they are subject to penalties if 
they violate this rule. If they make profits from dealing in the securities 
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of their own corporations within any period of six months, these profits 
belong to the corporation, not to the individuals. There are other regulations 
similarly designed to prevent corporate officials from taking advantage of 
their stockholders. The commission also has been empowered to break up 
some of the top-heavy holding company structures in the public utilities 
industries.^ While these regulations do not accomplish all of the reforms 
suggested, they constitute important steps in the right direction, and are 
helping to reduce the evils which have hitherto been so widespread in 
American corporations. 

Unfortunately, the provisions of the Securities Exchange Act requiring 
registration statements and the publication of full and accurate information 
by corporations offering securities for sale do not apply to security issues 
amounting to less than $300,000 each. The result is that many issues of 
securities escape these requirements, and there is still opportunity for cor¬ 
porate officials to abuse the rights of stockholders in these cases. While the 
powers of the SEC are sufficient to enable it to act for the protection of 
investors wherever abusive practices are uncovered, such cases are not likely 
to come to its attention unless some stockholder is suspicious enough to 
register a complaint with the commission. Often the stockholders are mulcted 
without their knowing enough about it to make a protest. There is needed, 
therefore, additional legislation to extend to smaller security issues the re¬ 
quirements concerning registration statements and adequate reporting of 
relevant facts. The commission itself has called attention to this need and 
has asked Congress to amend the law so as to require registration for all 
corporations having at least $3,000,000 in assets and at least 300 security hold¬ 
ers. It is doubtful if even this would be sufficient. It would be better to 
extend the requirements to all companies engaged in interstate commerce 
which have $300,000 or more of assets and 50 or more stockholders. 

Summary 

The market for corporate securities is organized through the medium 
of promoters, investment banks, and stock exchanges. Promoters seek op¬ 
portunities for new enterprises, obtain charters, sell the new securities to 
investment bankers or to the investing public, and get under way the busi¬ 
ness of the corporations they start. Investment banks are firms that assist 
corporations to obtain long-time capital funds by underwriting their security 
issues. They buy whole issues of stocks and bonds from corporations and 
sell them to individual investors who are their clients. They also act as 
brokers for the buying and selling of old securities, either through the 
organized stock exchanges or through “over-the-counter” sales. They act as 
advisers to both corporate officers and investors in matters concerning the 

^This matter is dealt with more fully in Chapter V. 
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issuing of or investment in securities. Stock exchanges are organized institu¬ 
tions whose members are brokers and traders who deal in certain listed 
stocks and bonds. They are primarily markets for speculation in these secur¬ 
ities. This speculation performs three useful functions, namely: the main¬ 
tenance of a continuous market for stocks and bonds, the guiding of new 
capital into the most productive fields, and the discounting of future business 
conditions. However, this speculation is accompanied by the undesirable 
practices of margin trading, manipulation of prices, and gambling transac¬ 
tions, all of which have been inadec]uately regulated by the exchanges. 

State “blue sky” laws are designed to protect investors against the sale of 
fraudulent securities, but they have not been very effective. Hence, the 
federal government now regulates securities selling in interstate commerce 
and through the mails by compelling corporations to file detailed registration 
statements with the Securities and Exchange Commission, before their secur¬ 
ities can be offered for sale to the public. Corporate officials are held re¬ 
sponsible for the accuracy of these statements. The Securities and Exchange 
Commission also has power to regulate stock exchanges and to prevent 
manipulation of security prices therein. 

The par value of a corporation's securities may be less or more than the 
amount of money actually invested in the business. These two conditions 
are known as undercapitalization and overcapitalization, respectively. If the 
overissuing of securities has been deliberate, it is called stock watering. Stock 
watering is used to give promoters a share in voting control and in profits 
without commensurate investment of funds, or to attract investors by offer¬ 
ing a bonus of free stock with each share they purchase, or to conceal a high 
rate of profits. The payment of stock dividends does not constitute stock 
watering if there has been a corresponding reinvestment of earnings in ex¬ 
tensions to the company’s plant, but it may help to conceal excessive earnings. 
The issuing of stock without par value has been used in some states as a 
preventive of overcapitalization, but it is subject to the abuse of being sold at 
lower prices to insiders than to the general public. 

Although the ownership of private property in the capitalistic system is 
supposed to be linked with control, this rule is frequently departed from in 
the financial practices of corporations. Only common stockholders have a 
vote in the control of policy, and ownership of 51 per cent of the stock is 
sufficient to obtain complete control of a corporation. Where there are many 
scattered stockholders, most of whom are inactive, a small group of insiders 
can control a corporation even though they own less than half of the stock. 
Proxy voting contributes to this end. Various devices are used to widen 
the separation of ownership from control. These include stock watering, 
nonvoting stock, multiple voting stock, the voting trust, and the holding 
company. When a small group of insiders thus secures control over a large 
amount of property which they do not own, they frequently abuse their 
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power by handling the affairs of the corporation so as to divert profits into 
their own pockets, with consec|uent loss of dividends to stockholders. This 
is accomplished by appointing themselves to positions at high salaries, by the 
payment of bonuses, by organizing collateral companies which sell goods 
at high prices to the parent company, by the use of parasite shares of stock, 
and by other means. The prevention of these abuses calls for such measures 
of control as federal incorporation, restriction of security issues to bonds, 
preferred stock and common stock, uniform systems of accounting, the plac¬ 
ing of corporate officials in the legal position of responsible trustees, and the 
curbing of holding companies. Federal regulation by the Securities and 
Exchange Commission is accomplishing some, but not all, of these measures. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

Comprehensive factual descriptions of the organization and operation of the 
security markets are to be found in C. A. Dice and W. J. Hiteman, The Stocky 
Market (1941), and Solomon S. Huebner, The StocJ^ Marht't (revised edition, 
1934). For a more advanced text on the mechanics of exchange procedure and 
the technical asp)ects of the securities business, see Birl E. Shultz, The Securities 
AfarJ{et and How It Wor}{s (1942). John T. Idynn presents an elaborate indict¬ 
ment, exposing the abuses of the stock market, in his Security Speculation, Its 
Economic Ejects (1934), hut the book is journalistic rather than scholarly. The 
Endings and recommendations of a staff of specialists who investigated this prob¬ 
lem for the Twentieth Century E'und arc given in Alfred L. Bernheim et aL, 
The Security Martlets (1935). Willard E. Atkins, George W. Edwards, and 
Harold G. Moulton digest the various laws regulating the security business, and 
discuss carefully their background and administration, in The Regulation of the 
Security Markets (1946). The organization and work of the SEC is briefly 
described in a pamphlet, published by that commission, entitled The Wor\ of the 
Securities and Exchange Commission (1941). 

There are a number of texts that describe the technicalities of corporation 
finance in considerable detail. Among these are A. S. Dewing, The Financial 
Policy of Corporations (fourth edition, 1941); C. W. Ckrstenbcrg, Financial Or¬ 
ganization and Management of Business (second revised edition, 1940); hi. G. 
Guthmann and H. E. Dougall, Corporate Financial Policy (1940); and E. S. 
Mead, D. B. Jeremiah, and W. E. Warrington, The Business Corporation: Its 
Financial Organization and Operation (1941). These works treat their subject 
from the point of view of the businessman; they are not much concerned with 
the broad social effects of corporate activities. On the other hand, F. F. Burt- 
chett’s Corporation Finance (1934) emphasizes the social function and resjponsi- 
bility of corporations and the problems which arise therefrom. 

An interestingly written book, which early called attention to the dangers 
inherent in the trend toward the separation of control from owenrship in indus¬ 
try, is William Z. Ripley’s Main Street and Wall Street (1927); but by far the 
most important study of this problem is The Modern Corporation and Private 
Property (1932) by A. A. Berle and G. C. Means. This has become a classic to 
which all subsequent writers on this topic are indebted. Very different from any 
of the above is N. S. Buchanan’s The Economics of Corporate Enterprise (1940), 
which deals with the theoretical aspects of corporate activities. 



CHAPTER V 


Public Utilities Regulation and Public 
Ownership 


A. Characteristics of Public Utilities 

Industries Affected with a Public Interest.—Although in its beginning 
the system of capitalism embodied the principles of free enterprise and non¬ 
intervention by the government, it was long ago recognized that there was 
one group of industries, known as public utilities, that were properly subject 
to more regulation than was commonly a[)plicd to private businesses. In 
early English law there were certain callings, such as innkeeping, ferry 
operating, and goods trans[)orting, which the courts declared were “affected 
with a public interest,” and which might therefore be controlled by the 
public authority. In modern times the number of such industries has grown 
considerably, and it is still being gradually extended. Among those which 
are now firmly established as public utilities are all forms of transport 
agencies (including railroads, street railways, steamships, motorbus and truck 
lines, taxicabs, airlines), wharves, grain elevators, telegraphs, telephones, 
water, gas, electric power, banking, and (more recently) insurance, radio 
broadcasting, housing, milk distribution, and coal mining. 

Neither the courts nor the commentators have set forth the doctrine of 
public interest with sufficient definiteness to enable one to state exactly what 
attributes will cause an industry to be classed as a public utility, but some 
of the features which have commonly characterized such enterprises may 
be described. Often the business enjoys some special privilege granted by the 
public authority without which it would not be able to exist. For instance, 
railroads are permitted to condemn private property for the creation of their 
rights of way, and street railways, telephone and telegraph lines arc given 
permits (called franchises) allowing them to lay their tracks or erect their 
poles upon the streets or highways. Hence, it has been held that, since the 
state has bestowed unusual privileges on these corporations, it may impose 
unusual duties and restrictions upon them. But this is not always a feature of 
public utilities, for it does not apply to grain elevators, stockyards, housing, 
or milk distribution—to mention a few illustrations. 

It has sometimes been said that industries are affected with a public 
interest because they supply some commodity or service so essential to our 
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economic life that it may be regarded as a public necessity. It is true that the 
industrial activities and the very existence of the people in most modern 
communities depend so much upon transportation facilities, electricity, gas, 
and water, that the uninterrupted provision of these services at reasonable 
prices is a matter of vital necessity. Nevertheless, it is obvious that there are 
other industries, whose products are equally necessary, that are not included 
in the category of public utilities. This is true of farming, which produces 
the foodstuffs upon which all of us live, and of milling, bread baking, shoe 
manufacturing, and many others. From this it follows that the necessitous 
character of an industry docs not in itself suffice to affect it with a public 
interest. It becomes so only if some other characteristic is present along with 
its necessity. 

In many cases this other characteristic is monopoly. Many of the public 
utilities arc natural monopolies for reasons which will be explained below. 
In industries of this sort it has been considered a wise policy to permit 
one company to supply the whole of the service throughout its territory, and 
then for the state to regulate that company. Yet not all monopolies fall in 
the category of public utilities; for we learned in the previous chapter that 
in many cases it has been the policy of our government to break up monop¬ 
olies rather than to regulate them. Furthermore, some industries that arc 
subject to regulation are not monopolistic. Among these may be mentioned 
housing, milk distribution, and coal mining. 

From all this it appears that there is no single simple rule by which those 
industries that are affected with a public interest can be identified. The most 
that can be said about it is that any industry which supplies an important 
commodity or service may come to be regarded as affected with a public 
interest if the functioning of competition no longer suffices to protect the 
public from some serious inconvenience or danger. Such a danger may arise 
from the existence of monopoly, the occurrence of an emergency (such as 
a prospective rise of house rents during a war), or a threatened shortage of 
some essential commodity, such as housing facilities or milk. This inter¬ 
pretation is sometimes called the theory of consumers’ (or social) disadvan¬ 
tage, which holds that a public interest arises in an industry whenever the 
consuming public is put at such a disadvantage that public regulation .for its 
protection appears to be necessary. 

Natural Monopolies.—The public utilities that are the subject of our 
present concern are the natural monopolies that were mentioned above. 
These include railroads, street railways, water, gas and electric plants, tele¬ 
phones, and telegraphs. These are the industries that are most commonly 
thought of when the term public utilities is used. 

Some of these are monopolies because there is only one source of supply 
for the service in question. This is true of public water systems. Usually 
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there is only one stream or spring from which it is feasible to provide suf¬ 
ficient water for a whole community, and hence competition is practically 
impossible. In other cases, monopoly is deliberately encouraged by the pub¬ 
lic authority for the sake of public convenience. It would be chaotic to have 
several telephone companies in the same community. Each user o£ a tele¬ 
phone wants to be on the same system of wires as those with whom he 
needs to talk. It would be intolerable to have a number of different street 
railway tracks down the same street, or to have the streets repeatedly torn 
up to lay pipes for a number of different gas lines, or to have them dis¬ 
figured with several different sets of electric light poles and wires. 

There is another reason why monopoly comes naturally to prevail in 
the industries above named. It is that unit costs of production are lower 
(and hence the facilities in question can be provided more cheaply) when 
a greater amount of business is done by a given company. It is characteristic 
of these industries that the principal costs of manufacturing are the fixed 
costs associated with the maintenance of the company’s plant. The laying 
of water mains, gas pipes, and railway tracks, and the erection of poles and 
wires for telephones and electric power, represent expensive undertakings 
which call for very heavy investment in durable equipment. The costs of 
interest, insurance, and depreciation for this ec]uipment are very high. 

The variable (or operating) costs, on the other hand, are rather low. After 
the plant has once been constructed, it costs relatively little to operate. Water 
is pumped into a reservoir and flows by gravity to the consumers. Gas flows 
from its tanks, and electricity from the generators, in a somewhat similar 
manner. Not much labor is required for these operations, and the raw ma¬ 
terial costs for fuel in the case of gas and electricity are relatively small. 
Labor costs to operate railroad trains, street railway cars, and telephone ex¬ 
changes are slightly higher; but even here they are much smaller in relation 
to the fixed costs than is the case in most manufacturing enterprises. Hence, 
when the plant has once been constructed, the company that owns it can 
supply a steadily increasing number of customers without much increase in 
its operating expenses. At the same time it can distribute its fixed costs over 
a larger number of users, thus decreasing the proportion of these costs that 
must be borne by each. Consec]uently, the larger the volume of business 
that it does, the lower its costs per unit of output will be, thus making po6- 
sible lower rates to consumers. It follows that when a company has once 
been established in a given community, it can always take on additional 
business at lower prices than any newly established competing company 
could possibly offer, for the competitor would have to start out with a smaller 
number of customers, who would have to pay the heavy burden of fixed 
costs which the construction of a new plant would entail. So it comes about 
that the company which is first in the field in these branches of industry has 
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such a marked advantage that no other company can hope to compete with 
it, and it enjoys a monopoly position^ 

This is another way of saying that the optimum business unit in the 
street railway, water, gas, electric, telephone, and telegraph industries is so 
large in relation to its market that there is room for only one optimum firm 
in each locality. Therefore it enjoys a local monopoly. According to the 
principle developed in Chapter III, the proper policy in such cases is one 
of regulation. This has been recognized by legislative bodies and the courts. 
No attempt is made to compel the maintenance of competition in these in¬ 
dustries. They are allowed to maintain their monopolies, but abuse of the 
public is prevented by governmental controls. 

Competition among Public Utilities.—Although most of the public utili¬ 
ties have monopolies of their particular products in their immediate localities, 
some of them have to face strong competition from substitute products. Elec¬ 
tric power plants compete with gasworks in supplying light, heat, and power 
for industrial plants and private homes; and both have to compete with coal 
and oil. There has always been a great deal of competition in the field of 
transportation. Each railroad has a monopoly of the railway traffic in those 
towns which are served exclusively by its lines, but it usually has to compete 
with other railroads for traffic between important terminal points. Inland 
water transportation on rivers and canals was at one time an important mode 
of transporting both passengers and freight, but has been largely eliminated 
by competition from the railroads. Rural electric railways have also been 
disappearing because of their inability to compete with automotive passenger 
cars and trucks. Now the railroads are losing some of their traffic to the 
automobile and the airplane, and pipe lines are proving more satisfactory 
than tank cars for the transportation of petroleum and its products. 

This competition, especially among transport agencies, creates serious 
problems for the public utilities, because these industries have very large 
investments in costly, durable equipment which is so specialized that it can¬ 
not be readily converted to other uses. A railroad once built lasts for a very 
long time, and it is not good for any other purpose than transportation. 
There are heavy, fixed costs connected with the investment in this equipment, 
such as interest on bonds, taxes, and depreciation, which must be met if the 
companies are to remain in businevss. When a railroad loses a considerable 
volume of business to motor transport agencies or other competitors, it may 
be unable to meet these costs, and is forced into reorganization or bankruptcy. 
This has occurred repeatedly. These difficulties not only cause losses to 

is not entirely clear that this reasoning applies to the telephone industry. The greater 
the number of subscribers that has to be handled by a telephone company, the more compli¬ 
cated the system of wiring and central exchanges must become, so that costs per subscriber do 
not necessarily go down However, when its exchanges and wiring are once constructed, it can 
handle an increasing number of calls from the same subscribers at decreasing costs. 
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investors, but they disorganize the industry so seriously as to impair the 
service which it renders to the public. In an effort to meet severe competi¬ 
tion, freight and passenger rates may be cut ruinously, unfair concessions may 
be made to favored shippers or communities in order to acquire additional 
traffic, and there may be attempts to escape the competition by combinations 
or pooling agreements among the competing agencies. So the competitive 
aspects of public utilities, as well as their monopolistic features, require inter¬ 
vention by government to protect both investors and the consuming public. 

Abusive Practices of Public Utilities.—We learned in Chapter III that, 
where there is monopoly, a number of abuses are likely to arise. These have 
been flagrant in the public utilities industries. Outstanding among these 
abuses are exorbitant charges for their services, unfair discrimination, inade¬ 
quate service, and impretper financial structures. 

The matter of exorbitant prices, or rates (as the charges for public utility 
services are usually called), needs no elaboration. It is characteristic of mo¬ 
nopolies that they take advantage of their power to exploit their customers by 
excessive charges which yield handsome profits. Many illustrations could be 
cited from the early history of railroads, electric power companies, and other 
utilities, to show that their rates were held at much higher levels than were 
necessary to give reasonable returns to the investors. The pooling of traffic 
was especially prevalent among the railroads, so that competition could be 
reduced and earnings increased, thereby depriving the shippers of competi¬ 
tive price reductions. The rates charged by electricity and gas companies 
have often been far higher than necessary. 

Unreasonable discrimination in rates has been especially prevalent. Here 
again the railroads were notorious offenders in the days before the govern¬ 
ment began to regulate them. The granting of secret rebates to favorite 
shippers was a common practice. This gave the shippers an unfair advantage 
over their competitors. This was one device that helped to build up the 
Standard Oil monopoly in the 1890’s. Another practice that led to vigorous 
complaints was discrimination between different communities. The railroads 
would charge high rates for freight shipped from those towns where it had 
no competitors, and low rates for shipments from those communities which 
were served by more than one line. This kind of discrimination was carried 
to the point where the charges for handling freight between two local points 
on a given railroad were frequently greater than for hauling goods a longer 
distance over the same railroad. For instance, the rate between New York 
and Chicago would be lower than the rate between New York and some 
place between those two cities. Electric companies, likewise, were accustomed 
to charge higher rates for electricity used for domestic lighting, where there 
was no very satisfactory substitute, than for industrial power, where elec¬ 
tricity had to compete with such other fuels as coal or oil. There are circum¬ 
stances (to be explained in Chapter XIX) where some discrimination in the 
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rales charged for different, classes of service is justified, but it is clear that 
there there are possibilities for abuses in this matter which call for regulation 
by the state if the public is to be protected. 

Another difficulty with the public utilities has been their unwillingness 
to offer adc(]uate service to all comers. A private company naturally wants 
every part of its service to yield as much profit as possible. Hence, a railroad 
docs not want to extend its lines into sparsely populated areas where the 
traffic will be light. An electric light company does not want to erect poles 
and wires in an outlying section where there will be few customers. Com¬ 
panies may wish to abandon service (for instance, streetcar transportation) 
in areas where their business is falling off because of declining population 
or the growth of competing facilities. The public interest, however, may 
demand that service be provided in some cases where it is not profitable. 
For example, it is helpful to offer transportation to school children at espe¬ 
cially low rates in order to encourage education. It may be wise to supply 
electric current at low rates in sparsely populated rural areas in order to raise 
the standards of living of our farm population, and thus help to protect our 
sources of food and raw materials. Finally, fairness to the residents of de¬ 
clining areas, who have established-their homes in the expectation of con¬ 
tinued railroad service, may demand that they continue to be provided with 
such service, even if it is no longer profitable to the company, provided the 
business of the railroad as a whole (from all of its lines) yields it a reavSonable 
return on its investment. In matters of this kind, people should not be 
subject to the arbitrary decisions of corporate officials who are guided mainly 
by their own profits and may be blind to their obligation to the public. 

The various abuses of corporation finance which were described in the 
last chapter were particularly flagrant in the public utilities. The history 
of many of these companies was a scandalous record of stock watering, 
reorganizations and manipulation by insiders, in which investors were 
victimized. A conspicuous feature of public utilities development was a se¬ 
ries of combinations effected by means of holding companies piled one above 
another. Sometimes this pyramiding was carried to the point where the 
parent corpcjration was ten or more stages removed from the underlying 
operating companies. The result was that large groups of stockholders in the 
underlying companies were at the mercy of the insiders who controlled the 
top holding company, and who proceeded to exploit their position to their 
own advantage. By appointing themselves or their associates to officerships in 
the operating companies, by organizing companies of their own to sell equip¬ 
ment or supplies at profitable prices to the operating companies, and by com¬ 
pelling the latter to make “upstream” loans to the companies above, they 
often succeeded in enriching themselves at the expense of the other investors. 
Moreover, some of these operations so inflated the costs of the operating 
companies as to make for higher rates, which the customers of the utilities 



PUBLIC UTILITIES REGULATION AND OWNERSHIP 113 

were compelled to pay. By this process of pyramiding, numerous vast utili¬ 
ties empires were built up, in which a few shrewd financiers controlled the 
destinies of a great many subsidiary utilities corporations. Sometimes these 
corporations were scattered widely over the country, operating in as many 
as ten to three dozen states, with no logical reason for their inclusion in a 
single system. 


B. Regulation oe the Public Utilities 

Regulating Commissions.—In order to prevent abuse of their power by 
public service corporations, commissions have been established to regulate 
them. These arc usually called public utilities commissions or public service 
commissions. They are quasi-judicial and quasi-administrative bodies, acting 
under authority of Congress or of the various state legislatures, as the case 
may be. They have been given broad powers of supervision over the public 
utilities industries within their jurisdiction. ITese powers include the regula¬ 
tion of both rates and service, the purpose being to assure the public that 
it will be adequately served at fair and reasonable prices. l*hc commissions 
function in a judicial capacity in passing upon the reasonableness of rate 
schedules, and they have the power to stibpena witnesses and to hear evi¬ 
dence bearing upon the case at hand; but they are administrative in that they 
can take the initiative for the fixing of rates, and can issue rules prescribing 
the kind of service the corporations must render, the kind of accounts they 
must keep, measures that must be taken to [)revent accidents, and certain 
other matters. Members of the federal commissions are appointed by the 
President of the United States, with the advice and consent of the Senate. 
The state commissions may be appointed by their respective governors, but 
in some states they are elected by popular vote. Usually the members serve 
for fairly long terms at relatively high salaries, and their terms are staggered 
in such a way that only a part of the commissioners retire in any one year. 
These provisions are intended to assure a high c]uality of members and their 
independence from political influence. 

The best known of these regulating bodies is the Interstate Commerce 
Commission (ICC) of the federal government, which was created by the 
Interstate Commerce Act of 1887. This commission has jurisdiction over all 
steam railways, electric railways, express companies, sleeping car companies, 
pipe lines, motorbus and truck lines, and water carriers, in so far as their 
bussiness is interstate in character. Formerly the commission also regulated 
interstate telephone and telegraph companies, but in 19^4 these were 
placed under the supervision of the Federal Communications Commission 
created in that year. The latter body also has jurisdiction over radio broad¬ 
casting. The Interstate Commerce Commission has power to fix the rates 
charged by common carriers either on its own initiative or on the petition 
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or complaint of a shipper. It is directed to prevent unfair discrimination in 
rates, and it has extensive power over the kind of service offered by the rail¬ 
roads. It also has authority over the accounting practices of carriers, and to 
some extent over their corporate structures. There are various other federal 
regulating commissions, some of which are described elsewhere in this book. 

In addition to these federal bodies, there are public utilities commis¬ 
sions in each of our forty-eight states, except Delaware. Most of these have 
been patterned somewhat after the Interstate Commerce Commission, al¬ 
though they differ among themselves. Their jurisdiction extends to intrastate 
transportation, telephone, telegraph, gas, and electric companies, but the 
powers of regulation exercised over these utilities differ considerably from 
state to state. Generally it may be said that they have control of rates, service, 
and accounting methods. 

The existence of so many regulating bodies is sometimes a source of 
confusion. Conflicts of jurisdiction may arise, for instance, in the case of 
railroads crossing state lines. Here, part of the rate structure is subject to 
federal control and part to state control. Again, a public utility holding- 
company system may extend over more than one state, and thus create similar 
problems. Some of the state commissions have been of high quality and 
have exercised their powers with judgment and wisdom, but others have 
not done so well, and they have not always been immune from political 
influence. 

The Regulation of Rates.—The purpose of rate regulation is to establish 
prices that are fair to both the consuming public and the corporations serving 
them, without unreasonable discrimination. What constitutes fair and rea¬ 
sonable rates is in the end a matter for the courts to decide, because if a 
commission establishes rates which the company believes do not give it a 
reasonable return, it can always appeal to the courts for protection. Under 
the United States Constitution no one can be deprived of his property with¬ 
out due process of law, and the courts have ruled that this clause prevents 
a commission from fixing rates that would impair the value of a corporation’s 
property. 

Through repeated rulings by the commissions and the courts, there has 
come about a set of principles and practices which govern the procedure of 
rate regulation. The general rule is that the rates established must cover the 
costs of rendering the service, including a reasonable return to the company 
for its investment and management. As the United States Supreme Court 
has put it, there must be a ‘‘fair return” on the “fair value” of the property 
used for the public service. In a general way this conforms to the economic 
doctrine that the price of a good should equal the cost of producing it, in¬ 
cluding in the cost interest on invested capital and wages of management. 

Nevertheless, there is much room for controversy over the application of 
these principles. There is always the possibility that costs will be padded with 
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fictitious items, thereby concealing an element of monopoly profit. Besides, 
many of the costs are joint. A railroad, for instance, hauls both freight and 
passengers, using the same roadbed and signal system. How are these com¬ 
mon costs to be allocated between the two different kinds of traffic? Then, 
too, there is the question of what is the fair value of the property used by the 
company to serve the public. The value carried by the company on its books 
will not be valid for rate-making purposes because it may be too high. The 
plant may have been constructed extravagantly at exorbitant costs, or it may 
have been purchased at an inflated value in some process of corporate re¬ 
organization or holding company acquisition. To allow the company a 
return on such a value would be giving it more than it deserves, at the ex¬ 
pense of rates so high as to be unfair to consumers. So, the valuation of a 
utility property becomes a difficult and controversial problem. The com¬ 
panies are inclined to overestimate the value, and experts employed by com¬ 
missions will sometimes underestimate it in their zeal to protect consumers 
against extortion. The rulings of the courts have been vague and incon¬ 
sistent, so that there is not yet established any settled principle or rule for 
determining what is fair value for rate-making purposes. 

After the fair value has been determined, there is the further question 
of deciding wliat is a fair rate ol return on the investment. Here, due allow¬ 
ance must be made lor the element of risk and for the c]uality of manage¬ 
ment. A risky enterprise is entitled to a somewhat higher rate than a safe 
one, and good management deserves a greater reward than poor man¬ 
agement. Also the rate must be high enough to attract new capital. A 
company should be allowed a return sufficiently attractive to investors so 
that they will be willing to buy its securities if it needs to float new issues 
for the purpose of expansion. 

Finally, when tb.e rate of return, the fair value, and the cost of operation 
have been determined, there still remains the problem of working out a rate 
schedule. It is not just a matter of establishing a uniform charge for a given 
quantity of service, such as five cents per kilowatt hour of electricity or 
seventy-five cents per thousand cubic feet of gas, because most public utility 
companies provide a variety of services to different classes of customers. For 
instance, railroads haul a great variety of merchandise, some by express, and 
some by freight, and in the case of freight, some in refrigerator cars, some 
in boxcars, and some on flat cars. The same rate per ton-mile would hardly 
be reasonable in all these cases. Again, electricity is used for illumination, 
for industrial power, and for domestic cooking and water heating; telephones 
are used for both local and long-distance messages; telegraph service may 
be either immediate (as in a day message) or deferred (as in the case of a 
night letter). So there is the problem of working out a schedule of rates 
which will not be unreasonably discriminatory between different classes of 
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users, and which in the aggregate will cover the cost of providing the service, 
including a fair return to the investors. 

This discussion shows something o£ the intricacies involved in rate regula¬ 
tion. We shall not attempt at this point to show how these problems can be 
solved, but we will give more attention to the issues involved in a later chap¬ 
ter (Chapter XIX). 

The Regulation of Accounts.—Since the rates fixed by a regulating com¬ 
mission must be based on the costs of production, the companies may be 
tempted to make these costs appear as high as possible. In particular, they 
may pad them with excessive allowances for depreciation which conceal an 
element of profit; for if the sums set aside for depreciation exceed the rate 
at which the capital is actually wearing out or becoming obsolete, the dif¬ 
ference will be equivalent to an increase of capital which really represents 
a profit. Also a company may be purchasing some of its equipment or sup¬ 
plies from a subsidiary or affiliated firm at exorbitant prices which conceal 
an clement of profit to the company’s officers, who may have a financial 
interest in the affiliated concern. 

In order to protect consumers against concealed charges of these kinds, 
it has been found necessary to give the public utility commissions power to 
prescribe the form in which the accounts of companies subject to their juris¬ 
diction must be kept, and also to reejuire the reporting of 'certain information 
by the companies at regular intervals. The Interstate Commerce Commission 
now has this power, and so do the commissions in most of the states. How¬ 
ever, there has been some lack of uniformity in the requirements of the dif¬ 
ferent commissions, so that interstate companies subject to the jurisdiction 
of more than one regulating authority have been unduly burdened with the 
necessity of keeping the same accounts in different ways. In recent years 
considerable progress has been made toward achieving a greater measure of 
uniformity among the commissions in this matter, under the leadersliip oi 
the federal government. 

The Regulation of Services.—Regulation of public utility services is in¬ 
tended to assure the consuming public adecpiate service and to provide for 
public safety and sanitation. For instance, a railroad may be reejuired to 
install automatic signals for the prevention of wrecks, or a municipal street 
railway may be compelled to offer free transfers at intersecting lines, ^n 
the case of the railroads, the Interstate Commerce Commission is authorized 
to make reasonable rules governing the supply of safe and adequate car 
service, and in certain emergencies it may compel the railroad to unify their 
facilities (for instance, to make joint use of their terminals or to route their 
traffic over the shortest line, regardless of their customary practice of shipping 
over their own lines as far as possible). Approval of the commission also 
must be obtained before new lines can be constructed, and it may on its own 
initiative order a railroad to extend its lines where there is need for such 
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extension. Likewise the commission must be consulted before a line can be 
abandoned. In many cases the state commissions have similar powers con¬ 
cerning the supplying of services and the extension or abandonment of 
telephone lines, gas lines, and such; but always a company is protected 
against confiscatory measures by the power of appeal to the courts. 

Alleged ICC Support of Monopolistic Abuses.—It has been charged, by 
officials of the United States Department of Justice, among others, that the 
Interstate Commerce Commission, in its regulation of the transportation 
industry, has failed to protect the public interest. As evidence of this failure, 
the critics cite the refusal of the commission to grant “certificates of con¬ 
venience and necessity” to certain new enterprises which would compete 
with existing carriers. Without such certificates (which are a kind of permit 
from the commission) a new railroad or other transport line cannot be estab¬ 
lished in interstate commerce. Another evidence cited is the continued main¬ 
tenance of an elaborate system of rate-making bureaus and conferences by the 
various carriers. Both these policies are said to indicate attempts on the part 
of the ICC" to protect existing investments, and it is charged that they have 
resulted in high rates and inefficiencies, and that the development of alterna¬ 
tive and competing forms of transportation has been hindered. 

The rate-making bureaus and conferences are cooperative arrangements 
to recommend rate structures. They have long existed among the railroads 
and other carriers. The Interstate CJommerce Commission has permitted and 
even encouraged such cooperation in the belief that, in the absence of the 
right to confer with each other, the carriers would be unable to establish 
rate structures which are reasonable and free from unfair discrimination or 
prejudice. It regards the rate bureaus as a medium through which the car¬ 
riers can discuss rates with shippers in order to secure rate structures which 
will be mutually satisfactory. The individual carriers have the right to 
depart from the rates fixed by the conferences, but in practice they seldom 
do so; consequently, there is a tendency for rates to be substantially uni¬ 
form among different carriers in the same region, and the levels of rates in 
competing forms of transportation are brought on a par with, or related in 
some definite way to, each other. This can be construed as a violation of the 
antitrust laws. 

There is no denying that the fixing of rates in this way is a monopolistic 
practice; but the law recognizes that many of the public utilities are natural 
monopolies in which it would be a mistake to enforce competition. That is 
perhaps the main reason why they are regulated. Certainly this applies to 
the railroads. The really significant question is, therefore, arc the rate sched¬ 
ules established under the conference procedure extortionate or unfairly dis'^ 
criminatory ? Now, all rate schedules must be filed with the Interstate Com¬ 
merce Commission thirty days before they become effective. They cannot 
go into effect without the approval of the commission, and at all times they 
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are subject to review by that body, which can order such changes as it con¬ 
siders necessary for the public interest. This gives shippers ample opportunity 
to complain of unfair rates. While the commission does not scrutinize every 
rate in detail before it is put into force, it can and does investigate com¬ 
plaints, and it frequently makes changes on the basis of its investigations. 
This would appear to give sufficient protection to the public. 

The legal status of the rate bureaus is not entirely clear. Although the 
Supreme Court, in the Freight Association cases of 1897-1898, held that the 
provisions of the Sherman Antitrust Act applied to the railroads and their 
associations, some authorities hold that these decisions are no longer ap¬ 
plicable. In a more recent case, brought by the state of Georgia against the 
Pennsylvania Railroad, charging rate discrimination, the Supreme Court ruled 
that the antitrust laws would apply only if there is coercion in the fixing of 
rates or conspiracy to discriminate against any state or region. Thus the 
decision does not appear to condemn the rate conferences as long as they 
are not coercive or unreasonably discriminatory. There is need for legislation 
by Congress to end the uncertain status of the rate bureaus, by definite ac¬ 
tion cither permitting or abolishing them. Action along this line is in 
prospect. 

The Coordination of Transportation Agencies. —In recent years the prob¬ 
lem of coordinating the various forms of transportation into some kind of 
unified system has become a pressing one. There is a great confusion of 
water routes, railroads, motorbus and truck lines, and airplanes, all of which 
are engaged in the business of carrying passengers and freight. In conq^eti- 
tion among these various carriers, the tendency has been to create unnec¬ 
essary duplication of facilities and to prevent the most economical utilization 
of each, which could best be secured by the combining of services. For 
instance, railroads are probably more efficient than motor trucks for long 
hauls, but the trucks are extremely useful for pickup and delivery service at 
terminal points, and for short hauls, because of their ability to go directly 
from door to door. Consequently, the best service would be secured if long 
hauling were left to the railroads, with motor delivery at the terminals. 
Similarly, motorbuvses can serve local areas where it is not practicable to stop 
through trains, and they can go economically into rural areas where it would 
not pay to establish branch line railways. 

Another need for coordination arises out of the practice, prevailing among 
competing railway and steamship lines, of routing traffic as far as possible 
over the line of the initial carrier regardless of what is the shortest route to 
the point of destination. For instance, if goods are shipped by freight from 
a point on the Baltimore and Ohio Railroad to a distant city on some other 
line, the Baltimore and Ohio will very likely haul the goods as far as possible 
on its own line before turning it over to a connecting road, even though 
there is a shorter route connecting with the Baltimore and Ohio at some 
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nearer point. In this way the Baltimore and Ohio gets a larger part of 
the total freight charges for itself. 

Some coordination of transportation agencies has gradually been devel¬ 
oped. There is now fairly good coordination of rail and water routes, and 
the situation with respect to motor and railway transportation is improving. 
Some railroads now have door-to-door freight service, by means of motor 
truck deliveries to and from their freight terminals, and some railroads also 
control local motorbus transportation lines as an adjunct to their train service. 
However, there is still much waste arising out of roundabout routings and 
competitive duplication. Perhaps the most satisfactory coordination could be 
achieved by the setting up of extensive transportation systems, each of which 
would include railway, motor, and air service, and in some cases water 
routes, the whole employed in such a way as to utilize most effectively the 
special advantages of each, thereby achieving maximum service to the public 
at minimum cost. This kind of combination would have to be under ade¬ 
quate public regulation; but the regulating authorities do not at present 
have power to ctjmpel it. 

Another ty[)e of eexirdination among the railway systems of this country 
was sponsored by Congress in the Transportation Act of 1920, which (among 
other things) directed the Interstate Commerce Commission to prepare a 
plan for consolidating all of our railroads into a limited number of large, 
unified systems. In obedience to this directive, the commission did prepare 
a plan of consolidation which would have organized the railroads into 
nineteen great systems. However, this plan has never been put into effect 
because the commission does not have the authority to force it upon the 
railroads; and the latter are not willing to do it because it would require 
the strong railroads to incorporate certain weak lines which they do not 
want to absorb, and because in some cases it would weaken some of their 
competitive advantages as against other roads. The strengthening of weak 
roads was one of the purposes of the proposed consolidation. As a result of 
these obstacles, not much progress has been made toward putting the plan 
into effect, but there has been a moderate amount of combination along lines 
voluntarily proposed by the carriers and apprewed by the commission. A 
more general consolidation in accordance with the commission’s plan would 
probably reduce competitive waste and improve the efficiency and economy 
of railway transportation in this country. 

The Federal Power Commission. —In its early stages the electric power 
industry was mostly local, so that it could be adequately regulated by the 
state public utilities commissions; but with the development of extensive 
interstate transmission lines, and giant hydroelectric plants involving the 
damming of navigable streams, federal regulation became necessary. So in 
1920 a Federal Power Commission was created, and its authority has since 
been extended by supplementary laws. The function of this commission is 
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to regulate the generation and transmission of electric power in its interstate 
aspects. It can issue licenses for the development of electric power projects 
on navigable streams or on the public lands of the United States, and it 
regulates the rates, services, accounts, and security issues of the companies 
so licensed, and (jf all other corporations owning or operating facilities for 
the wholesale transmission of electric power across state lines. Beyond these 
functions it has been directed by Congress to draw up a broad plan of power 
development lor the country as a whole, in order to conserve and develop 
more efficiently our natural power resources; and it is authorized to encour- 
age (and in some situations to compel) the interconnection and coordination 
of the facilities of different companies, in order to reduce the amount of idle 
capacity that must he held in reserve to meet emergencies. It also has au¬ 
thority to regulate the interstate transportation and sale of natural gas. 

It is estimated that nearly two-thirds of the electric power industry will 
eventually be affected by the activities of this commission; but it is hoped 
that a conflict between state and federal regulating agencies will be avoided 
by cooperation between them. To promote such cooperation, the commission 
is permitted to make its records and experts available to state public utilities 
commissions in rate proceedings, and in particular cases it can delegate its 
authority to such commissions, or to joint boards representing the several 
states. These recent developments of federal regulation illustrate how the 
machinery of public control grows to match the growth of the electric power 
industry. 

Federal Control of Public Utilities Holding Companies. —One of the 

abuses of the public utilities industries that were described above w;‘S the 
pyramiding of holding companies one on top of another, to the enrichment 
of promoters at the expense of both stockholders and consumers. IV) correct 
this abuse, Congress in 1935 passed the Public Utilities Holding (Company 
Act. This law gave to the Securities and Exchange Commission authority 
to regulate the security issues and acts of all interstate public utilities holding 
companies owning to per cent or more in the stCKk of any subsidiary cor¬ 
poration. Since the passage of this law, the approval of the SEC has to be 
obtained before a utilities holding company can issue new securities or ac¬ 
quire the securities or capital assets of another company. The issuing of such 
.securities is subject to restrictions designed to protect the interests of investors, 
as well as of consumers likely to be affected, and the use of proxies and pay¬ 
ment of dividends and other financial details are likewise safeguarded. 
There arc special provisions in the act to prevent the exploitation of sub¬ 
sidiary companies by the parent company, including the prohibition of ‘‘up¬ 
stream” loans and service or management contracts. 

An important objective of the law was to break up top-heavy holding 
company structures that have no reasonable basis in operating economies. 
To accomplish this the famous “death sentence” decreed that, as soon as 
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practicable after January i, 1938, utilities systems must be limited to “a 
single integrated system,” and holding companies above the second degree 
were prohibited. A holding company of the second degree is one that owns 
one “layer” of subsidiary holding corporations which in turn control a 
number of operating companies, so that there are two stages of ownership 
above the level of actual production. It was felt (with good reason) that 
two stages of holding companies were quite enough to achieve any degree 
of unification among operating companies that might be required for the 
economies of integration. Enforcement of this clause meant that complicated 
public utilities holding company empires would have to be broken up, and 
that where operating companies in widely separated regions were combined 
into single systems they would have to be separated into independent cor¬ 
porate organizations. There was bitter opposition to this “death sentence,” 
but its constitutionality was upheld by the courts, and the SEC proceeded 
to enforce it. 

It is an altogether wise reform. It need not hurt any investor, because it 
does not interfere in any way with the earning power of the operating com¬ 
panies from which all the income of the holding companies must be de¬ 
rived; on the contrary, it will protect many investors from exploitation by 
unscrupulous promoters and managers who hitherto were manipulating hold¬ 
ing company finances to their own advantage. It does not prevent the physi¬ 
cal unification of utilities systems wherever a reasonable expectation of 
greater efficiency from unified operation can be seen. 


C. Public Ownership and Operation of Public Utilities 

The Limitations of Public Regulation— Although the regulation of public 
utility monopolies by governmental commissions has protected the public 
from abuses to a considerable degree, it has not been entirely satisfactory. 
Part of the trouble is due to the fact that jurisdiction is divided among the 
different states and the federal government, and part of it can be attributed 
to the inadeejuate powers and weak personnel of some of the state commis¬ 
sions. However, even if these things were corrected, regulation would have 
its difficulties. Experience has shown that, in order to control the companies 
adequately, it has been necessary to give the commissions more and more 
power to intervene in the affairs of the companies, until it becomes a ques¬ 
tion of whether the commissions are not participating directly in manage, 
ment. There is also the danger that regulating commissions, in their zeal to 
protect the public, may not be fair to the companies. Complaints have been 
made that in periods of rising prices commissions have refused to raise rates, 
with the result that utilities corporations have not been able to earn enough 
to keep their equipment in good condition and to maintain their credit in the 
securities markets. These problems have been particularly acute in the case 
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of railroads, whose rate structures and traffic problems are so complex that 
it is very difficult to deal with them adequately by mere regulation. More¬ 
over, as consolidation of the railroads proceeds, even greater oversight will 
be necessary if monopolistic abuses are to be prevented. This is illustrated 
by the matter of the railroad rate conferences which was discussed above. 
Many people believe that the only way to solve these problems satisfactorily 
is through government ownership and operation of public utilities, and per- 
ha[)s of other monopolies also. 

The Extent of Public Ownership.—There is ample precedent for public 
ownership both in this country and abroad. Many of our cities and towns 
own and operate one or more of their kx:al utilities services. Municipal 
ownership and operation of public water supply systems is quite common. 
Reasons of public health have been partly responsible for the early develop¬ 
ment of public enterprise in this field. There are also a great many cases 
of municipally owned electric power plants, and a few cases of public gas¬ 
works and street railways. Post office systems are nationally owned and oper¬ 
ated throughout the world. During the First World War our federal govern¬ 
ment operated the railroads in this country, but it subsequently turned them 
back to their private owners. More recently the federal government has 
embarked on an extensive program of hydroelectric power development, by 
means of its great dams on the Tennessee, Colorado, and Columbia rivers, 
and the generating plants and transmission lines erected in connection 
therewith. More such projects are likely to be developed in the future. 

Outside of the United States there has been much further extension of 
public enterprise. In the U.S.S.R. nearly all industry is collectively (*wncd 
and operated. There is likewise a great deal of government ownership in 
other European countries. Many of the railway systems on the Continent 
are owned and operated by the national governments. One of the two great 
railway systems of Canada (the Canadian National Railways) is a govern¬ 
ment enterprise, as are also the National Railways of Mexico. In most of 
Europe the telephones and telegraphs are run by the state, and many munici¬ 
palities on the Continent have their own waterworks, power plants, street 
railways, and even milk distribution and slaughter houses. The last two 
cases, again, have been developed to protect the public health from unsani¬ 
tary conditions. With the advent of the British Labor Party to power in 
Great Britain a broad program of extensive public ownership is being de¬ 
veloped in that country. 

Federal Power Projects. TVA. —The creation of the Tennessee Valley 
Authority and other federal power projects in the United States constitutes 
a striking and significant extension of public enterprise here. Since the TV A 
is the most mature of these ventures, we may concentrate our attention upon 
it. The Tennessee River, with its tributaries, makes up a great water system 
passing through several states, the total area of its valley being almost equal 
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to that of Great Britain. The river dominates the economic life of all this 
region; hence, control of the waters holds great potentialities for the benefit 
or harm of the inhabitants. The erection of suitable dams makes possible 
a number of things. It makes the river navigable, controls floods, provides 
water for irrigation and power for the generation of electricity. So the dams 
affect both agriculture and manufacturing throughout the valley. But that 
is not all. There is surplus power for the manufacture of nitrates, which can 
be used for fertilizers, thus making a further contribution to agriculture. 
Finally, if the rivers’ floods are to be controlled, it is not enough to dam up 
the waters; methods of agriculture must also be promoted to preserve the 
forests and prevent erosion of the soil, for treeless land will not hold its 
moisture and the washing away of the soil blocks up the rivers and interferes 
with navigation. So control of the flood waters involves almost inevitably 
a general program of economic planning for the whole region. 

So vast a project would not be appropriate for private exploitation. A 
privately owned corporation, allowed to build the system of dams that would 
be needed and to operate the power plants in connection therewith, would 
constitute a gigantic monopoly whose power over the lives of the people 
would be intolerable. Besides, such a company could hardly be given the 
authority necessary to direct farming methods in the manner indicated above. 
Neither could any one state carry out the project, because the river valley 
extends over a number of commonwealths. Hence, it is only the federal 
government which could appropriately undertake the task. 

The TVA began with a large dam at Muscle Shoals, primarily to provide 
nitrates for explosives, during the First World War. Later its further pos¬ 
sibilities were recognized, and in 1933 the Tennessee Valley Authority was 
created to develop them. The Authority itself is a corporation whose stock 
is owned by the federal government, and which is controlled by a board of 
three directors appointed by the President. It has erected a vast system of 
dams, power plants, and transmission lines, the total cost of which when 
completed will amount to about five hundred million dollars. The power 
plants are used for the generation of electric current which is sent over the 
Authority’s transmission lines and sold wholesale to municipalities which 
own their own distributing systems. Electricity is not sold directly to con¬ 
sumers. 

Some controversy has arisen over the proposal to use this electric generat¬ 
ing system as a sort of test or “yardstick” by which to measure the reason¬ 
ableness of electric rates charged by private companies. The companies object 
that such a comparison is unfair, partly because the dams are used not only 
for power, but also for flood control and navigation, so that part of the cost 
of erecting them can be charged to these projects, thus reducing the apparent 
cost of generating electricity. They object also that the federal government 
can borrow money at lower rates of interest than private corporations. There 
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is force to these objections, but it should be possible by suitable methods to 
keep the accounts of the TV A in such a way as to show what might reason¬ 
ably be expected of private companies in the matter of electric rates, and the 
project may therefore serve a useful purpose in this respect. 

However, it is the broader functions of tlie Authority that are of chief 
interest to the economist. Its strategic position enables it to plan and develop 
the whole economic life of the Tennessee Valley region, and it has wisely 
sought to accomplish this by education, and by seeking the cooperation of 
IcKal bodies rather than by imposing its will upon them. Under this en¬ 
lightened guidance the region is developing better methods of agriculture, 
manufacturing enterprise is being stimulated by an abundant supply of 
cheap electric power, and the average income level of the people has been 
considerably increased. The success of the experiment has led to agitation 
for similar projects in other river valleys, particularly the Missouri. It is to 
be expected that more such authorities will be created. 

The Pros and Cons of Government Ownership, —The extension of gov¬ 
ernment ownership into the utilities and other fields of industry arouses much 
controversy and opposition. Our economic system has hitherto been based 
mainly on the principle of free private enterprise. Every departure from this 
principle is opposed and resisted, not only by private interests which are 
likely to be injured by it, but also by thoughtful critics who question its wis¬ 
dom. 

Those who favor government ownership and operation of public utilities 
argue that it will solve the problems created in those industries by the con¬ 
flict of jurisdiction between private owners and public regulating authorities. 
They hold, further, that consumers are likely to get better service and lower 
rates from publicly owned utilities. Public enterprise does not have to yield 
profits to a group of private stockholders; being owned by the public, its only 
purpose is to serve the public. Also, since public credit is stronger than 
private credit, the public enterprise can obtain capital at lower rates of inter¬ 
est, thereby effecting a saving in cost. It is further claimed that public owner¬ 
ship will eliminate much of the political corruption that now arises out of 
the efforts of private utilities corporations, using powerful lobbies, personal 
influence, and even bril 3 cry, to protect themselves against unfavorable legisla¬ 
tion and hostile commissions. Some advocates anticipate an improvement in 
the general tone of government service by the attraction of men of ability into 
responsible positions of administration in public enterprise. The whole con¬ 
troversy over fair value would be disposed of if the government owned the 
utilities, because the exact determination of plant values would no longer be 
necessary for the fixing of rates. 

Against public ownership it is argued that the possible financial savings 
are much exaggerated. The government would have to acquire the property 
of private corporations by purchase. Presumably it would be merely substi- 
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tuting its bonds for private securities, and the only public saving would be 
the lower interest rate (a reduction of perhaps one or two per cent) that the 
government would enjoy. The loss of taxes now paid by the private com-- 
panics would have to be made up from other sources. A more serious criti¬ 
cism of public enterprise is that it is less efficient than private business. Pub¬ 
lic officials are likely to lack initiative and are prone to rely too much on 
routine and red tape. Public employees are too often selected because of their 
usefulness to party machines, instead of on the basis of their individual effi¬ 
ciency. These things, coupled with the absence of the profits motive, are said 
to clog the operations of government with inefficiency and lethargy, leading 
to indifferent service, wasteful inefficiency, and high costs of operation. 

This issue cannot be settled by appealing to past experience with govern¬ 
ment ownership. There are many examples of outstandingly efficient and 
successful public enterprises, but there are also many of the other kind. There 
is no way of saying which predominates, because the factors concerned can¬ 
not be measured in numerical terms. Meanwhile, it is apparent that public 
enterprise is increasing, which indicates that the public is step by step being 
converted to the view that it is necessary in certain types of industry. 

The Public Corporation. —An encouraging development that is helping to 
overcome some of the weaknesses hitherto attributed to public enterprises is 
the use of the corporate form of organization. The Tennessee Valley Au¬ 
thority is an illustration of this. The device employed is that of a cor¬ 
poration whose stock is owned by the state and which is administered by a 
board of directors appointed by the President with the advice and consent of 
the Senate, or by governors, in the case of state corporations. This arrange¬ 
ment gives the public enterprise a semi-independent existence which frees it 
to some extent from political interference. The directing officials are not 
elected, and the operating personnel are not appointed by elected officials. 
Nevertheless, the independence of such a corporation must depend on the 
willingness of presidents and governors to appoint directors without consid¬ 
erations of politics, and on the willingness of legislators to keep hands off in 
the administration of the public corporations. These are slender reeds to lean 
upon. The directors of the Tennessee Valley Authority have so far been suc¬ 
cessful in resisting attempts of politicians to control their appointments, and 
they have been upheld by the President and the Senate in this matter; but 
there is no guarantee that this will always be the case with every public cor¬ 
poration. No mechanical device can protect a public agency positively against 
political interference in its operations. 

The Future of Public Regulation and Ownership. —As our economic sys¬ 
tem grows more complex, and as the people become more fully aware of the 
social and economic problems that develop in it, it is natural that increasing 
measures of public control should be evolved to deal with those problems. 
So the group of industries that are affected with a public interest is progres- 
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sively widened, and governmental regulation increases. It is all a part of the 
process of evolution through which man increases his control over the en¬ 
vironment in which he lives. Control of the social environment necessarily 
requires collective action, and the state is the logical organ through which 
collective action can function most appropriately; so it must be expected 
that more industries will come to be regarded as public utilities, and be 
regulated by the state, as time goes on. As the regulating authorities are 
given more powers, so that the state participates to a greater and greater 
degree in the administration of the regulated companies, it is only a short 
step farther to government ownership and operation. Hence, it seems likely 
that the number of public enterprises will increase. 

In the not very distant future we are likely to see a considerable number 
of regional authorities similar to the TV A, planning the economic develop¬ 
ment of important river valleys. There is reason to believe that the trend 
toward government ownership may make its appearance in other industries 
where competition no longer functions efTectively. Serious attention has 
already been directed toward the railroads and radio broadcasting in this 
regard. Many municipalities are also reexamining the case for public owner¬ 
ship in the local utilities field. The pace of this development will depend in 
part on the success with which governmental regulation and public enterprise 
are attended. In direct proportion to their efficiency we may expect the trend 
toward social control to be accelerated. Much will depend upon our success 
in improving the efficiency and integrity of democratic government. 

Collectivists look forward to the complete socialization of all our basic 
industries as the eventual goal of socio-economic policy. Under this program, 
not only the public utilities, but most manufacturing industries, financial in¬ 
stitutions, and the machinery of wholesale and retail marketing w(Hild be 
owned and operated either by governmental bodies or by cooperative asso¬ 
ciations. The full implications of such a program are so striking and far 
reaching that they will require more extensive discussion in a later chapter, 
near the end of our study. 

Summary 

Certain industries, known as public utilities, where the force of competi¬ 
tion is no longer sufficient to protect the public from serious inconvenience 
or danger, are said to be affected with a public interest, because of which they 
are subjected to public regulation. In many of these industries the fact that 
they are natural monopolies is the reason for their regulation, ("ompetition 
between public utilities agencies, especially in the transportation field, also 
creates problems that call for governmental intervention. Chief among 
the abuses which have led to regulation are exorbitant prices, unreasonable 
discrimination in rates, inadequate service to the public, and inequitable cor¬ 
porate financial structures. 
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The agencies of regulation consist of national or state public utilities com¬ 
missions, of which the Interstate Commerce Commission is the best-known 
example. A chief function of the commissions is to regulate rates so that they 
will be fair to the consuming public, while yielding a fair return to the cor¬ 
poration on the fair value of its property. The determination of fair return 
and fair value, and the working out of equitable rate structures, involve diffi¬ 
cult and controversial problems. The controversy over railroad rate confer¬ 
ences suggests that the machinery of rate regulation may not always be a cer¬ 
tain protection against monopolistic prices. Commissions also control the 
methods of accounting used by public service corporations, in order that the 
former may be able to ascertain accurately the costs on which rates are based. 
They also have power to see that the corporations render adequate and safe 
service to the public. A problem of particular importance in the regulation 
of transportation industries requires the consolidation of railroads into a num¬ 
ber of integrated systems, and better coordination of railroad, water, air, and 
motor transportation agencies. A recent development has been federal regula¬ 
tion, by the Federal Power Commission, of the interstate generation and 
transmission of electric power. The top-heavy holding company structures 
that hitherto prevailed in the public utilities field are being broken up into 
physically integrated systems, with a maximum of two degrees of holding 
companies, under supervision of the Securities and Exchange Commission. 

The increasing participation of government in the affairs of regulated 
companies has led to some agitation for complete public ownership and 
operation of public utilities. Precedents for this are found in municipally 
owned utilities plants, and in such national public enterprises as the Post 
Office and the Tennessee Valley Authority. In other countries public enter¬ 
prise is more extensively developed, including a number of national railway 
systems, the extension of socialism in Great Britain, and the collective system 
of the U.S.S.R. The Tennessee Valley Authority in this country represents a 
significant extension of federal governmental activities into a general system 
of regional planning. In favor of government ownership, it is argued that it 
will reduce costs and give better service to the public. On the other side, it is 
argued that it is likely to involve waste and inefficiency because of political 
corruption and laxity. Experience with public ownership is inconclusive be¬ 
cause there are numerous examples of both successful and unsuccessful cases. 
The use of the corporate form by public enterprises offers some possibility for 
greater freedom from political interference. Man’s increasing control over his 
social environment leads logically to the further extension of public regu¬ 
lation and ownership. 
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REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The following general texts deal comprehensively with most of the topics in¬ 
cluded in this chapter: Irston R. Barnes, The Economics of Public Utility Regula- 
tton (1942)—does not deal with transportation; Martin G. (daeser, Outline of 
Public Utility Economics (1922); Ford P. Hall, Government and Business (sec¬ 
ond edition, 1939)—deals broadly with the control of business in general; Eliot 
Jones and Truman C. Bigham, Principles of Public Utilities (1931); C. Woody 
Thompson and Wendell R. Smith, Public Utilities Economics (1941)—an excel¬ 
lent general text with a good chapter on the TVA; and two volumes by G. Lloyd 
Wilson, James M. Herring, and Roland B. Eutsler, entitled Public Utility In¬ 
dustries (1936), and Public Utility Regulation (1938). 

In the field of transportation, D. Philip Locklin’s Economics of Transportation 
(revised edition, 1938) is outstanding. James C. Bonbright, in his Public Utilities 
and the National Power Policies (1940) discusses briefly and sympathetically the 
development of federal power projects. On this last subject see also the Twentieth 
Century Fund’s study entitled The Power Industry and the Public Interest, a 
summary of the results of the survey of the relations between the government 
and the electric power industry, edited by E. E. Hunt (1944). 

The alleged monopolistic abuses now prevailing in the transportation industry 
with ICC approval are roundly attacked by Arne Wiprud in his Justice in 
Transportation (1945). The other side of the controversy is more temperately 
presented by Charles D. Drayton in Transportation Under Two Masters (1946). 

Chapters on public ownership are to be found in the general texts cited above. 
A special study in this field is Carl D. Thompson’s Public Ownership (1923). 
Since Mr, Thompson speaks for the Public Ownership League of America, his 
survey of the various experiments with public ownership here and abroad 
amounts to a defense of it. 

Broader than any of these are the following: J. M. Clark, The Social Control 
of Business (second edition, 1926); this is a thoughtful and stimulating analysis 
of the institutional background of regulation and of some of the economic prob 
lems associated therewith. Seba Eldridge and associates, The Development of 
Collective Enterprise, Dynamics of an Emergent Economy (1943); this is a series 
of studies by different writers dealing with the way in which increasing social 
control and ownership have developed in various parts of our economy, and the 
social implications of this evolution. Dexter M. Keezer and Stacy May, in The 
Public Control of Business (1930), after a survey of American policy in attcm{>t- 
ing to break up monopolies and regulate the utilities, conclude that both have 
been ineffective; therefore, they advocate government enterprises operated in 
competition with private businesses. 



CHAPTER VI 


Efficiency in Marketing 


A. The Structure and Process of Marketing 

The Nature of Marketing.—When each individual or each small com¬ 
munity produces for itself most of the goods which it requires, there is little 
need for trade; but when specialization develops, trade becomes extensive. 
When each person works on only one product, and when whole communi¬ 
ties depend for their livelihood on one or a few industries, they must obtain 
the many other products which they need through a process of exchange. 
So the volume of trade grows as specialization becomes more complex. With 
this growth of trade, there must be a marketing organization to carry it on. 
Marketing specialists come into existence to perform the function of linking 
together the various parts of the economy. This linkage is a very real part of 
the productive process. The act of changing raw materials into semi-finished 
goods, and semi-finished goods into consumable products, is not the whole 
of production, but only a part of it. It is not enough to give goods the proper 
form—they must also be brought to the place where they are to be used, 
made available at the appropriate time, and put into the possession of the 
persons who desire them. It is the function of the marketing organization 
to do these three things. Therefore marketing may be defined as the creation 
of place, time, and possession utilities. 

Consider the jiroduction of bread. First the farmer grows wheat, thereby 
creating a form utility. Then various marketing firms (wheat dealers or 
brokers, shippers, transporters, grain storers, etc.) transfer the wheat to the 
miller, creating place, time and possession utilities. The miller now grinds 
the wheat into flour, again creating form utility. Then the marketing or¬ 
ganization steps in a second time, the miller’s flour being transferred to the 
baker by another series of marketing agencies. The baker completes the form 
utility by making the flour into bread; but the process is not yet finished, 
for another marketing specialist (the retail grocer) must perform the final 
task of getting the bread into the hands of the housewife. All the individ¬ 
uals or firms who do this work of marketing are known as middlemen, 
because their position in the chain of productive processes is somewhere be¬ 
tween the producers of form utilities and the final consumers. 

Our present task is to understand the nature of this marketing organiza- 
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tion, to appraise the efficiency of its operation, and, where necessary, to sug¬ 
gest measures to improve it. 

The Functions of Marketing. —The services performed by the marketing 
organization are many and very diverse. Its broad function is to coordinate 
the demands of consumers, on the one hand, with the supply of form utilities 
available to satisfy those demands, on the other. The desires of consumers 
for goods, however, are numerous and complex, while each producer pos¬ 
sesses limited resources of a special character. Consequently, there must be 
many stages between the two extremes—the beginning and the end of the 
productive process. “Wholesale traders get their supplies from a higher 
stratum of traders; each of whom specializes on a narrow range of goods but 
keeps in stock a large variety within that range.” ^ The closer the middleman 
is to the ultimate consumer, the more diverse the stock he must carry; while 
the closer the middleman is to the farmer, miner, or manufacturer, the more 
specialized and restricted in scope must be his stocks. Thus the retailer who 
operates a country store, or its city counterpart the department store, seeks to 
carry everything the shopper might need; while the man who purchases 
wheat from the western farmer to sell to the miller of flour, is a dealer solely 
in wheat. 

In the narrower or more specific sense, the functions of marketing are, 
chiefly, the assembling, grading, sorting, transporting, financing, and selling 
of goods, and assuming risks in connection therewith.^ For example, the 
wheat crop, produced by numerous independent farmers, must be assembled 
at central points and must be sorted and graded in a uniform manner. It 
must then be shipped to trading centers and thence to the miller. Flour 
must be shipped from the miller to the baker. At each step the middlemen 
involved assume ownership of the product and consequently must “carry” 
or finance production, as well as assume the risk of price changes, while the 
commodity is in their possession. Finally, contacts with prospective pur¬ 
chasers must be established, so that when the time is ripe the holdings, 
whether wheat, flour, or bread, can be disposed of profitably. 

Middlemen and Marketing Functions. —It can readily be seen that the 
functions of marketing just described are essential to the efficiency of produc¬ 
tion. These functions cannot be eliminated without serious loss and ineffi¬ 
ciency resulting. Individual middlemen, however, can be eliminated. Every 
move towards the integration of industry removes independent middlemen 
formerly serving as connecting links between the stages of production, but 
this is the equivalent of stating that the new organization has taken over the 
functions formerly conducted by independent middlemen. Farmers may • 
combine and market their wheat, without the assistance of middlemen, 

^Alfred Marshall, Industry and Trade (1919), p. 278. 

*Paul W. Ivey, Principles of Mar/\eting Organization (1921), pp. 6 and 7. 
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through a cooperative organization of their own; but this means that they 
have themselves assumed the task of doing what the marketing specialists 
formerly did. The desirability of such an integration of functions can be 
estimated only by a careful analysis of the advantages and disadvantages of 
the farmers spreading their limited resources over an increasing number of 
functions, rather than concentrating their means and abilities on their basic 
occupation of farming. 

Specialization in Marketing. —Economists have long recognized the effi¬ 
ciency of specialization in the manufacture of goods. There is no reason why 
a method that is found effective in other lines of activity should prove ineffec¬ 
tive in marketing. Specialization among middlemen has developed along 
much the same lines, and for much the same reasons, that it has developed 
in other phases of productive activity. Middlemen may specialize by trades 
or commodities (simple division of labor), and by tasks or functions (com¬ 
plex division of labor). Food products furnish an excellent illustration. At 
country shipping points there are various dealers specializing in grains, live 
stock, fruits, butter, and similar products. At these centers, too, are located 
warehouses which specialize in certain commodities, such as potatoes or one 
of the grains. In the wholesale trade each firm usually specializes in one 
product or a closely related group of products, such as vegetables and fruits, 
or butter, eggs, and poultry. Even retailers specialize on a commodity basis. 
We have the grocery store, the butcher shop, the fruit stand, and the bakery. 
Viewed functionally, specialization of marketing includes country assembling 
and shipping points, transportation companies, wholesale dealers, retail stores, 
and financial institutions. 

The degree of specialization in marketing depends somewhat on the na¬ 
ture of the product and the size of the shipping or distribution point. In 
New York City the specialization is far more developed and contains more 
steps than one finds in a smaller city. As long as this specialization is the 
result of a need and survives on a competitive basis, it should add to the 
efficiency of marketing, just as the extension of the same principle has made 
possible such institutions as the Ford motorcar plant and the meat-packing 
organizations. 

The various types of specialized marketing organizations can be broadly 
classified into wholesalers and retailers. We shall consider each of these 
classes somewhat more fully. 

The Wholesaler. —The primary function of the wholesaler is to form the 
connecting link betw^een those who create form utility and their respective 
markets. It would be impossible for each farmer to establish individual con¬ 
nections with the numerous millers who constitute his ultimate market. Like¬ 
wise the miller, unless he operates on a very large scale, would find difficulty 
in making individual contacts with every prospective purchaser of his fin¬ 
ished product— ^flour. For every farmer and miller to develop his own 
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marketing organization would be, if not impossible, at least an example of 
sheer economic waste, both in its failure to utilize the benefits of specializa¬ 
tion and in the duplication of effort involved. The wholesaler develop)ed in 
response to a real economic need. The farmer can dispose of a part of his 
crop by direct sale to the local store, through the mail, or by calling directly 
at the homes of persons living in his vicinity; but the bulk of his surplus out¬ 
put is destined for consumption in the great urban centers of the nation, and 
to reach that great market the services of the wholesaler must be called upon. 
Local buyers or shippers purchase products from the farmers, gather them 
into full carloads, and ship to the central market. These dealers maintain, or 
have contacts with, the agencies necessary for storing and grading the prod¬ 
uct. They give the farmer immediate cash for his crop; and by use of their 
specialized knowledge as to market conditions they establish connections 
with the middlemen who carry on the next step in the marketing process. 

In farm products the destination of the local buyer’s shipment is often one 
of the large organized product markets. In the case of wheat, the grain is 
placed in a large warehouse, called an elevator, and the grain dealer is given a 
receipt, stating the amount and grade of the grain deposited. The dealer 
seeks to sell this receipt at a favorable time and at an advantageous price, 
through the medium of an organized produce exchange. Usually the dealer 
has connections with another middleman called a broker, who buys and sells 
on the floor of the exchange at the order of other persons. This process will 
be given a little more in detail in a later paragraph. The local buyer is con¬ 
nected with the individuals who desire wheat, primarily millers in the busi¬ 
ness of producing flour. While the miller is changing the wheat into flour, 
he himself must bear the financial burden; that is, he must “carry” the proc¬ 
ess. The transfer of the finished product (flour in our illustration) to the 
retailer frequently brings into operation another group of wholesalers known 
as jobbers. A jobber is a man who deals in job lots; that is, he buys in large 
quantities and distributes to retailers in small quantities as they desire it. 
The number of jobbing stages varies for different products. However, in 
every case the raw material must be brought to the manufacturer, and the 
manufacturer must be connected with the retailer. Each product brings into 
existence various strata of wholesalers adapted to its own marketing needs. 

While we have here used wheat for our illustration, the same type of 
organization exists, with appropriate modifications, for the marketing of 
other staple farm products. For other commodities, such as hardware, shoes, 
clothing, electrical goods, or furniture, the wholesale organization diflFers 
more markedly. The lack of standardization and uniformity of these prod¬ 
ucts makes impossible the use of such organized markets as the produce 
exchanges. 

The Retailer. —The marketing specialist with whom the consuming pub¬ 
lic comes in contact is the retailer. It would be impossible for every con- 
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sumer to deal directly with the producers of the commodities and services he 
requires to satisfy his wants. Desires for various kinds of food, clothing, 
shelter, and luxuries are of a very wide variety. Consumers demand immedi¬ 
ate delivery in small quantities of each good as the need for it arises. The 
primary functions of the retailer, consequently, are the making of a careful 
study of the desires of consumers, the development of contacts with producers 
of goods satisfying those desires, and the maintenance of a stock so that im¬ 
mediate delivery is possible. The secondary functions of a retailer arc those 
activities popularly called service. The retailer often grants the purchaser 
short-time credit. Sometimes he delivers goods direct to the purchaser’s door¬ 
step. Often he maintains a service department that is charged with the duty 
of keeping in repair and working order commodities requiring such atten¬ 
tion. Many of the larger retailers provide rest rooms, restaurants, and similar 
facilities for the convenience of their patrons. The relationship of the retailer 
to the consumer is distinctly personal. 

Types of Retailers.—Before the present era of highly developed specializa¬ 
tion the general store was the chief avenue through which commodities 
found their way into the hands of the ultimate consumer. These stores strove 
to supply practically every need of the consumer. Food, clothing, and lux¬ 
uries of almost every description were kept in stock. Every store operated as 
an independent unit and secured its stock by purchasing through salesmen or 
catalogues from wholesale houses. While the number of commodities han¬ 
dled was wide, the variety of each type held in stock was necessarily narrow. 

The general store still survives in many rural sections of the United 
States but, with the growth of population and the development of urban cen¬ 
ters, the enlargement of the IcKal markets resulted inevitably in the special¬ 
ized type of retail store. Thus we have the grocery store, fruit and vegetable 
store, meat market, tobacco store, shoe store, and similar establishments. 
These specialty stores have the advantage of carrying a wide variety of goods 
of their particular kind, and yet they have a volume of sales sufficient to make 
it profitable to carry a heavy inventory of the specialties. Their disadvantage 
rests in the difficulty of obtaining sufficient custom for their specialty to make 
the enterprises paying propositions. 

The trend towards specialized shops led logically to the chain store or¬ 
ganization to secure the economies of a larger scale of operations. Chains 
such as the United Cigar Stores, The Great A & P Co., and Woolworth Five 
and Ten Cent Stores, place under a single management branch stores all over 
a large city and in different cities. Chain organizations can secure trade dis¬ 
counts by buying in large quantities. High-grade executives can be employed 
for advertising, purchasing, and other special managerial duties. Stock unsold 
in one store can be shipped into another, reducing inventory losses. Adver¬ 
tising can be placed on a large-scale basis. And many of the functions per¬ 
formed by independent middlemen can be taken over. There are other 
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advantages not so meritorious from the social point of view, such as the abil¬ 
ity to drive out a local competitor in one locality by underselling him and mak¬ 
ing up the difference in other stores, where the competition is not so acute. 
Often chain stores are started by manufacturers for the purpose of establish¬ 
ing direct sales contact with customers. The chief drawback has been the 
difficulty of getting hired managers to develop an interest in the business 
comparable to that which a small enterpriser puts in his own business. A 
man working for himself is usually a better workman than a man of equal 
ability acting as the hired agent of someone else. 

One of the most interesting of all developments of retail selling in the 
larger cities is the department store. A department store is really a group of 
specialty stores under one r(K>f, managed by a single firm. To consumers it 
furnishes a place where most of the commodities they need can be purchased 
without the necessity of shopping from store to store. To manufacturers, the 
department store furnishes a large market for the disposition of their output. 
The strength of such establishments rests in their ability to utilize large-scale 
methods of operation, and the chief weakness rests in the difficulty of acquir¬ 
ing efficient managers and sales persons. 

The department store has its present-day counterpart in rural communi¬ 
ties in the mail-order house. These institutions, such as Sears, Roebuck and 
Company, and Montgomery Ward and Company, offer a wide variety of 
choice, reasonable prices, good service, and up-to-date merchandise, to con¬ 
sumers who are very much limited in their ability to reach the well-equipped 
shops of the city. Manufacturers often deal directly with mail-order houses 
handling large quantities of goods and, as in the department and chain store, 
the necessity for independent middlemen is much reduced. The efficiency of 
the parcel post mail service has been largely responsible for the success of the 
mail-order concerns. Their most serious difficulty is the lack of personal con¬ 
tact. All the human elements brought so forcefully into play by the local 
merchants in dealing with their individual customers are lost completely to 
the mail-order house. 

Perhaps the most significant recent development in retailing is the super¬ 
market, now so familiar to every housewife. This new type of store is one 
evidence of the profound effect which the automobile has had upon the 
marketing organization. It is a large establishment dealing in foods or other 
household goods, and provided with adequate parking space for many auto¬ 
mobiles. Its several departments may be operated by the owners, or some of 
them may be leased to concessionaires. Originated on the Pacific Coast in 
the early 1930’s, these markets have since spread over the entire country, until 
now their numbers run to several thousand. The first super-markets sold 
primarily packaged groceries, but the success of the idea resulted in a gradual 
increase in the variety of stock until it approached that of a department store. 
Hardware, magazines, wines and liquors, drugs, and even dry goods, china- 
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ware and automobile accessories, are sold in new departments. Usually the 
stores operate on a self-service and “cash and carry” basis. The advantages 
gained are reduced overhead for clerks, low rents (because high-rent districts 
are avoided), elimination of bad credit risks, elimination of delivery costs, and 
the many economies of buying and selling that go with a very large turnover 
of merchandise. The housewife likes the convenience of purchasing a variety 
of goods under one roof, and her purchases make the average sales slip fairly 
large. 

Government Defense of the Small Retailer.—The early depression years 
of the iQ^jo’s brought a sharp increase in the number of bankruptcies among 
independent retailers. The falling volume of sales naturally hit hardest upon 
the less ably managed and financially weak small dealer, but the blame was 
placed upon the growth of mass distribution by chain stores, super-markets, 
and the great mail-order houses. To meet the new threat, the independent 
merchant concentrated his complaints upon two charges: (1) that the firm 
engaged in mass distribution received unwarranted discounts and rebates be¬ 
cause of the strength of his bargaining power; and (2) that the standard 
brands of the independents were used by the large competitors as “loss lead¬ 
ers” which ruined the business of the little fellows—that is, the mass distrib¬ 
utor would attract customers by selling certain trade-marked goods at less 
than cost, recouping this loss by gains from the sale of its own well-advertised 
brands. The small independent retailer could not meet this competition. 

Protection of the independent local merchant first took the form of special 
taxation against the chain store; about half the states have some form of 
chain-store taxation. The tax per store increases progressively with the num¬ 
ber of stores in the chain. Although a state can tax only the stores legated 
within it, the rate of tax is usually based on the u>tal number of stores in the 
organization, including those in other states; it is thus a tax based on the size 
of the business as a whole. Court decisions in cases brought to test the legal¬ 
ity of this principle have been divided, but the idea of a tax based upon the 
length of the chain has been sustained. 

The Robinson-Patman Act, passed in 1936, forbids price discrimination 
in interstate commerce where the effect is to lessen competition or to en¬ 
courage monopoly. It permits special discounts to large purchasers only to 
the extent that there is an actual saving in costs on such sales. This law was 
preceded and followed by a wave of similar state “unfair trade practice” laws, 
some of which go so far as to prohibit sales below cost in the distributive 
field. Organized groups of independents bring prosecutions to enforce these 
prohibitions. 

The Miller-Tydings Act of 1937 sanctioned contracts between the manu¬ 
facturers of patented or trade-marked goods and retail dealers, in which the 
retail price of the goods is fixed. State “retail price maintenance” laws, pat¬ 
terned after this federal statute, have since become general. These laws pro- 
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tect the manufacturer by giving him control over the final selling price of his 
product, and they protect the small retailer against price-cutting by his large 
competitors. It was pressure from the latter for this second protection that 
caused these laws to be enacted. The net effect is to restrain competition. 

What is the social interest in this trend toward increasing defense of the 
independent merchant by government intervention? Complaints against the 
mass distributors are usually phrased as protests against the rise of monopoly 
power in marketing, and demands for protective action assume an antitrust 
dress. Nevertheless, the real motive back of this legislation is not to prevent 
monopoly, but to protect it. The small, independent merchant, operating in a 
village, a town, or a city neighborhood, has been accustomed to a slight 
monopolistic advantage in his limited area—it is a perfect example of the 
theory of monopolistic competition. The entrance of the mass retailer, espe¬ 
cially the chain store and the super-market, created more nearly competitive 
conditions, to the great advantage of many small communities and consumers 
with low incomes. Vigorous competition forced down retail prices. Since the 
small retailer is notoriously inefficient and operates on very limited capital, 
the result of the new competition in making his position difficult is not sur¬ 
prising. Impartial study of the evidence shows clearly that competition has 
increased and the efficiency of distribution has been improved by mass selling. 
But there are broader social and political issues involved. The small enter¬ 
priser and the farmer are said to give a firm basis to political democracy and 
to constitute an important facet of the social pattern. Perhaps we should pro¬ 
tect them enough to insure their survival on these grounds. However, since 
it is clear that mass distribution must come for the same economic reasons 
that brought about mass production (namely, because it is more efficient) our 
policy should be directed towards elimination of the abuses of power by the 
big concerns, rather than to attack them merely on the basis of their size. 
Our primary economic objective in marketing should be to obtain lower 
prices and wider variety for the consuming public. We shall return to this 
topic in Chapter XX, when certain issues of price control will engage our 
attention. 

B. Speculation and Organized Commodity Markets 

Organized Commodity Exchanges.—One of the most important steps in 
the marketing process is the buying and selling of commodities on the floor 
of organized exchanges. Such markets provide a central point for dealing in: 
(i) food products such as wheat, corn, oats, rye, barley, coffee, and sugar; 
and (2) raw materials such as rubber, silk, hides, and certain metals. The 
greatest and best-known produce (foodstuffs) exchange in the United States 
is the Chicago Board of Trade, The Commodity Exchange, Incorporated, of 
New York, is the primary raw material exchange. Established in 1933, it con¬ 
solidated a number of independent organizations, such as the National Metals 
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Exchange and the New York Hide Exchange. The members of these or¬ 
ganizations may be brokers who act as agents for other persons on commis¬ 
sion, or they may be dealers or speculators, buying and selling for their own 
account, and frequently having no interest in the commodity dealt in other 
than making a profit through anticipating price changes. Business on the 
floor of the exchange is conducted under a strict set of rules, some written 
and others merely conventional, but all equally binding. Transactions are 
either spot sales or futures sales. A spot sale calls for immediate or early de¬ 
livery of the product sold, while a futures sale calls for delivery at some stated 
future date. Transactions in the spot market are usually made on the basis of 
samples which are displayed on tables on the floor of the exchange. The ex¬ 
change furnishes its members with useful information such as the condition 
of crops, prevailing prices, and the state of demand. The prices at which 
transactions are completed are quickly made available to the entire business 
world by an elaborate telegraph “ticker” system. Smaller organized markets, 
usually specializing in some local product, operate in many cities. 

The marketing of commodities is greatly simplified and facilitated by the 
existence of organized exchanges. It is on the floor of the exchange that the 
supply forces passing upward from the primary producer, and the demand 
influences passing back from the ultimate consumer, meet and determine the 
price and distribution of the product. The exchange does not control prices, 
but simply supplies facilities for quick and efficient trading. Any commodity 
for which there is a large demand the year round, and which is uniform 
enough to be capable of being standardized and graded as to kind and qual¬ 
ity, can be dealt in on an organized exchange. These characteristics are essen¬ 
tial so that persons purchasing may be certain of just what they are getting. 
The existence of organized markets assures producers of a definite, continu¬ 
ous market for their produce, expedites and simplifies the operations of 
speculators, and facilitates the transfer of speculative risks from businessmen 
to professional speculators. To a large degree, the usefulness of organized 
produce exchanges is tied up with the usefulness of speculation itself. 

The Nature of Speculation.—During the process of production, which in¬ 
cludes both physical production and marketing, quite a long period of time 
must elapse as the commodity passes from enterpriser to enterpriser. As a 
result, there is the danger, constantly present, that fluctuations in price during 
the period of production will wipe out margins of profit, and perhaps force 
many enterprisers into bankruptcy. Fluctuations in price may be due to 
changes in the desires of consumers, failure of producers properly to estimate 
consumers' demands in advance, and uncontrollable variations in supply, 
primarily due to natural forces. The first type is illustrated by changes in 
fashion, the second by occasional, temporary underproduction or overpro¬ 
duction of a given product, and the third by variations in crops because of 
weather conditions, pests, blights, and so on. If these price fluctuations can 
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be successfully predicted by skillful individuals, they may be turned into 
sources of personal profit, and indirectly reduced, or even eliminated. A pur- 
chase or sale of goods in anticipation of demand, with the view to profiting 
by a change in price during the intervening period, is called speculation. 

In a sense, practically all enterprisers are speculators. Everyone who pur¬ 
chases materials or finished products for purposes of reselling later, in either 
the same or a changed form, assumes the risk that a change in price may take 
place during the period of production. The corner grocery store proprietor 
becomes a speculator when he purchases a barrel of sugar to be sold gradually 
by the pound, for he runs the risk that a change in the price of sugar will 
take place during the period of sale. Whether his books show a profit or a 
loss will depend in part on fluctuations in the price of sugar. The huge de¬ 
partment store assumes, in part, the role of speculator every time new stocks 
are purchased, especially when large stocks are purchased far ahead in antici ¬ 
pation of important seasons, such as the Christmas or Easter trade. The 
miner, the farmer, and the manufacturer all become speculators when they 
purchase raw materials, equipment, and labor without a definite assurance 
that they will obtain a price for the finished product sufficient to cover their 
outlay. 

Under a simple economic organization, where specialization and exchange 
have been but little developed, this speculative risk is relatively unimportant. 
Under modern conditions, how'ever, it looms large. The concentration of 
people in cities, with the development of large-scale production and minute 
division of labor, cause a spreading of the gap between the beginning of 
production and final consumption. Somewhere in the process of production 
speculative risks must be assumed. They are inevitable. The question then 
arises, how should they be distributed? Should every businessman assume 
these risks as they cKcur in his operations, or should a group of marketing 
specialists assume the burden? Quite obviously, the latter is preferable if 
possible. The average enterpriser has neither the type of ability nor the fund 
of knowledge necessary to successful speculation. A miller may be well 
versed in the technical problem of grinding wheat into flour, but to under¬ 
stand at the same time the complex, delicate set of economic influences that 
determine the price of wheat and flour is likely to be beyond him. If the 
burden of price fluctuation can be shifted to a specialist who can make the 
study of the factors determining the price of wheat and flour a lifework, 
the efficiency of production should be increased. 

It is true that there are some evils in speculation as it is now carried on 
(we shall presently consider some of these) but in general it performs a use¬ 
ful function. We may think of it as acting as a shock absorber in the indus¬ 
trial machine. Like all shock absorbers, it does not give protection against all 
the blows suffered in traveling the rough road of production, but properly 
conducted it does eliminate the ordinary blows and soften materially the force 
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of occasional sharp knocks. The legitimate speculator has his place in an cffi- 
cient economic system. The services he renders are many, but we may con¬ 
veniently classify them into two groups: the stabilization of prices, and the 
assumption of risks. In fulfilling both of these primary functions, the specu¬ 
lator performs the secondary function of providing a day-to-day, continuous 
market for the product in which he deals. 

The Futures Contract.—It is in the marketing of produce that speculation 
is most highly developed, and at the same time most severely criticized, llie 
work of the speculator can best be evaluated after a brief analysis of this prob¬ 
lem. To begin with, it is essential that we understand the nature and use of 
futures sales. 

A contract calling for the delivery of goods at a stated future time, and at 
a price agreed upon in advance, is called a futures contract. It is the business 
of speculators to deal in such contracts. If the speculator seeks to make a 
profit from a rise in the price of a commodity, he can buy it now and hold 
the contract until a later time when, if his forecast is correct, he can sell it at a 
gain. If, however, he anticipates a fall in price, he must make a futures sale, 
by which he agrees to deliver produce at a later date and at the price now 
prevailing for such contracts. If his expectations are realized, when the time 
comes to fulfill his contract, the price of the commodity will have fallen and 
he can purchase the quantity he must deliver at a figure low enough to make 
a profit. A specialist in cotton may believe, after a thorough study of market 
and crop conditions, that a drop is going to take place in the price of cotton, 
which drop is not being sufficiently foreseen and allowed for by other par¬ 
ticipants in the market. Let us suppose that cotton for delivery three months 
hence is selling at 30 cents a pound, but that the speculator believes that when 
the time actually arrives it will be selling for about 27 cents. Through the 
medium of the organized cotton market he will get in touch with someone— 
a spinner, perha[:)s, who requires an assured supply of cotton, or another spec¬ 
ulator who anticipates a rise in price. A futures sale will be made, the first 
speculator agreeing to deliver, three months hence, a stated supply of cotton 
at the prevailing futures price of 30 cents a pound. If the price of cotton falls 
to 27 cents as he antici[)ated, he may buy up the cotton needed to fulfill his 
contract at that price, and pocket three cents a pound as profit. However, ac¬ 
tual delivery of the product contracted for (cotton in our illustration) rarely 
takes place. Instead of buying cotton in the spot market to fulfill the terms of 
his agreement, the speculator usually cancels his maturing futures contract by 
buying a contract of the same maturity from some speculator who previously 
had purchased futures in cotton. The latter holds what is, in substance, an 
order for the delivery, at once, of cotton now worth only 27 cents; hence, his 
contract can be purchased at that price. By purchasing this contract, our 
original speculator then has two contracts—one to deliver cotton at 30 cents a 
pound, and the other to receive cotton, for which he agrees to pay 27 cents a 
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pound. The two contracts are offset, and he receives the difference of three 
cents a pound, through a process very similar to the system of clearing of 
checks used in banking. Should the price of cotton go up, our speculator will 
be forced to buy cotton at a price higher than that at which he agreed to sell 
it, in which case he will suffer a loss. 

To engage in such a futures transaction, the speculator must agree to 
deliver cotton which is not in his possession at the time the contract is entered 
into. He sells something he does not own. Bitter criticism has been directed 
against this practice, popularly known as a “short” sale. However, where an 
actual delivery of the commodity results from such a sale, the case does not 
differ materially from the practice, quite common among manufacturers, 
builders, and the like, of undertaking to manufacture goods or construct a 
building for a customer at a specified price, even though at the time they do 
not have available the material nor the labor supply necessary to make good 
the agreement. No one ever questions the legitimacy of such transactions as 
these, yet short sales on the commodity exchanges are essentially the same 
in form. Even where there is no actual delivery of the commodity, but a 
mere offsetting of contracts between speculators who are on opposite sides of 
the market, the practice is justified by the general usefulness of organized 
speculative activity. Without the futures contract the marketing of goods 
would be seriously hampered. The assumption of speculative risks by pro¬ 
fessional speculators, the nature and advantages of which will be described, 
would likewise be impossible. Then, t(x>, it must be remembered that what¬ 
ever may be the immediate effect upon price of selling something one does 
not own, it is counterbalanced in the long run by the necessity of making a 
purchase at a later date to “cover” the short sale, which purchase will have 
the opposite effect upon market price. The importance and usefulness of 
futures contracts will be clearer after we have traced the effects of the specu¬ 
lator’s work on economic activity. 

The Stabilizing of Prices.—Speculators in commodities play an indispen¬ 
sable part in the stabilizing of prices. The entire year’s output of a basic 
crop (such as wheat, corn, oats, or cotton) comes to fruition at one time. The 
consumption of each of these crops, however, must be spread over the entire 
year. This presents a real problem of adjusting supply to demand, for other¬ 
wise periods of shortage would alternate with periods of glut, and price fluc¬ 
tuations would be wide during the course of the year. An examination of 
price data, however, shows a considerable stability of prices of the basic crops 
throughout the year. For example, regardless of the size of the wheat harvest, 
whether it is a bumper crop or a very short one, we are able to secure a sup¬ 
ply of bread all year round at about the same price. It is the speculator who 
is largely responsible for this adjustment. 

Let us suppose that wheat is selling in January for $1.50 a bushel. The 
speculator, after thorough study of the probable size of the new crop in rela- 
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tion to the demand for it, comes to the conclusion that it will be unusually 
small, and that if the consumption of wheat is allowed to go on unchecked, 
the price will probably rise next summer to $2.00 a bushel. Seeking to make 
a profit, he will buy up large quantities of wheat in January (from the old 
crop) and store it with the view to selling it later at a gain. His act of pur¬ 
chase (together with that of other speculators) will increase the demand for 
wheat, and the price will tend to rise, perhaps being driven up to $1.65 a 
bushel. This higher price will curtail consumption and stimulate the use of 
substitutes for wheat in many of its less important uses. As a result of the 
storage and the decrease in consumption, a much larger supply will be on 
hand when the later summer period arrives than would have been available 
if the speculator had not entered the market. Instead of the price rising to 
$2.00, it may increase only to $1.85. 

Thus the activity of the speculator, because of its dual effect of halting the 
price rise that would otherwise have resulted, and of adjusting the supply 
, and demand of wheat between the two periods, will tend to steady consump¬ 
tion throughout the year. Should the speculator anticipate a large crop and 
a fall in the price of wheat, perhaps from $1.65 in January to $1.45 in the 
summer, the above procedure would have to be reversed. He would sell 
wheat for future delivery at around $1.65 a bushel, hoping to cover at $1.45 
when his agreement falls due. In this case, the January sale would tend to 
lower the price of wheat at once, inducing an increase in immediate con¬ 
sumption. Therefore, the quantity of wheat available when the summer 
months arrive would be less than it would otherwise have been, and the prict 
may only fall to $1.55 a bushel. So by purchases and sales based on forecasts 
of future supply, the speculator assists in stabilizing prices and equalizing 
supply and demand throughout the year. 

The Assumption of Risks.—The facilities offered by produce exchanges 
simplify the transfer of certain market risks from the businessman to the 
speculator. Suppose that a spinner has agreed to deliver at a certain time 
cotton thread, the spinning of which will require 100 bales of cotton, the 
price of the finished thread being stated in the contract. It may well be that 
the spinner will not desire to purchase the cotton at once, but if he delays in 
purchasing he may suffer a financial loss should the price of cotton increase 
in the near future. The spinner can protect himself against changes in the 
price of cotton by purchasing a futures contract, providing for the delivery 
of 100 bales of cotton at an agreed price, at the time he desires to begin 
production. He is then protected against unfavorable price fluctuations, for 
he has agreed to deliver thread at a fixed price and has contracted to obtain 
the required cotton at an agreed price. The spread between these two prices 
will cover his costs and margin of profit. The risk of price change would 
be shifted to the shoulders of the speculator from whom the spinner made 
the futures purchase in cotton. This is the simplest form of risk transference 
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by means of a futures contract, and it is possible only when the businessman 
who is shifting the risk has already contracted for the sale of his finished 
product. It is really a form of what is called contracting out. 

Hedging.—The proceeding just described is sometimes regarded as a form 
of hedging, but it will clarify our discussion to reserve this term for a more 
complex transaction, in which the businessman seeking protection against 
speculative risk has not agreed in advance to sell his finished product; he 
must sell it later for what it will bring on the market. Hedging consists in 
the making of a purchase in the ordinary trade (or spot) market, and a short 
sale in the speculative futures market at about the same time, in such a way 
that a loss from adverse price fluctuations on the first transaction will be 
offset by a corresponding gain from the second. The purpose is to assure 
the businessman making the hedge an ordinary trade profit on a real trade 
contract, by giving him protection against the uncertainty of price changes. 
The futures sale is entirely separate from the trade purchase. The person 
hedging views the former as a kind of price insurance. He will cover the 
short sale later, not by handling the physical product, but by the method of 
canceling-out, described on page 139. The trading in the actual product 
will always take place in the spot market where the trader can examine 
samples and be certain that he is securing the grade he specifically desires. 

Consider the case of a country grain elevator operator. When wheat is 
purchased from the local farmers, it is probable that some time must elapse 
before the grain is shipped on to its next destination—perhaps the milling 
center of Minneapolis. The price of wheal in Minneapolis will generally be 
higher than the price paid the local farmer by an amount suflicient to cover 
transportation, insurance, and other costs, plus a profit to the operator for 
his service in collecting and moving the grain. We may assume this “distance 
differential” to be a price spread of nine cents a bushel. Should the price of 
wheat fall while awaiting shipment or while in transit to Minneapolis, the 
operator will be forced to accept a lower price, and his trade profit may be 
wiped out. Since he does not profess to be a speculator in wheat, the wise 
operator shifts this risk of price fluctuations to the shoulders of a professional 
speculator by hedging. Let us suppose that on August i he purchased 10,000 
bushels of wheat from local farmers at a cost of $1.50 a bushel, hoping to sell 
it in Minneapolis about December i at a profit. Since he will have to bear‘the 
cost of storing the wheat meanwhile (which cost we may assume to be eight 
cents), then to earn his trade profit he must obtain $1.67 a bushel for his 
wheat in Minneapolis in December—that is, $1.50 to cover the original cost of 
the wheat, plus nine cents to cover the distance differential (which includes 
his trade profit), plus eight cents to cover the storage cost. In order to protect 
himself against a loss growing out of price fluctuations, the operator will sell, 
on the Chicago Board of Trade, an equal quantity of wheat for future deliv¬ 
ery at the very same time he buys the actual wheat. The date for the future 
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delivery will be selected to coincide with the date the operator anticipates dis¬ 
posing of his trade wheat in Minneapolis. This date we have assumed to be 
December i, and the price at which December futures are selling in August 
may be assumed to be $1.68,—that is, the August local elevator price of $1.50,^ 
plus a distance differential to Chicago of 10 cents, plus eight cents to cover 
all the costs of holding the wheat until the future delivery date. If now, when 
December i arrives, the price of wheat has fallen to $1.45 at the elevator 
door and, consequently, to $1.54 in Minneapolis and $1.55 in Chicago, the 
operator is protected against loss.*^ He will sell his trade wheat to the millers 
of Minneapolis at $1.54 a bushel,—13 cents less than the amount necessary 
to cover his total costs and yield his trade profit. However, in Chicago he 
stands to gain. He has agreed to deliver wheat on his futures contract at $1.68 
a bushel, but he can cover his sale at $1.55 by purchasing wheat in the spot 
market, or by the method of canceling-out. On this transaction he makes a 
profit of 13 cents. The change in price, then, costs him 13 cents on his real 
trade transaction, but yielded him a profit of the same amount on his futures 
transaction. These two cancel out. Should the price of wheat have risen dur¬ 
ing the period, the opposite would be true. The operator would then have 
lost money on his futures transaction, but would have made an ec]ual sum on 
his trade transaction. He has given up all possibility of profiting by price 
changes, while protecting himself from loss therefrom. He has simply guar¬ 
anteed his trade profit against the danger of being wiped out by an adverse 
price movement. A hedging transaction thus serves as a form of insurance to 
the businessman, enabling him to transfer his market risks to speculators 
dealing on the commodity exchange. 

The possibilities of hedging transactions, while greatest in those lines 
making use of the major crops, especially wheat and cotton, exist in varying 
degrees in many other lines. A trade transaction in a raw material can be 
hedged against a speculative transaction in the same material, as in the above 
illustration. Similarly, a speculative transaction in a raw material may be 
used to hedge a finished product, as, for example, the hedging of wheat 
against flour, raw cotton against cotton goods, or sugar against candy. To 
furnish protection, it is necessary that the two commodities hedged always 
vary in price in approximately the same manner. The price movements of 
both the commodity to be protected and that used as a hedge must be 
nearly equal during the period in question. Otherwise the insurance will be 
lost. For instance, if the relationship between the price of raw sugar and 

®In this illustration, the anticipated future local price is assumed to be the same as the 
present cash price, that is, $1.50. Ordinarily, it would be a little higher or lower, depending on 
which way the market anticipates the price will move. Our assumption relieves the case of 
confusing complications, however, without changing the essential principle. 

* There will be no storage or other costs for holding wheat this time, for we are now deal¬ 
ing with wheat for immediate delivery. 
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that of candy is not relatively constant, the degree of protection given a candy 
manufacturer by hedging in sugar is relatively slight. Ordinarily, however, 
such relationships are sufficiently close to provide fairly complete insurance, 
though it is not perfect. In some cases, substitute articles have such close 
price relations that it is possible to hedge one commodity against another, 
such as lard against cottonseed oil. Hedges of this type are somewhat un¬ 
usual, however. 

C. Some Defects of the Marketing Process, and Their Correction 

Marketing in a Competitive Economy.—Few aspects of the present indus¬ 
trial system have received criticism comparable to that directed against the 
structure and process of marketing. The criticisms come from all directions. 
Farmers, in particular, have long distrusted the organized markets and future 
trading activities; repeated unsuccessful attempts have been made to outlaw 
both by congressional action. Consumer groups have charged the wholesale- 
retail hierarchy with extreme inefficiency and waste. Those engaged in one 
stage of the marketing process make heated charges against those occupied 
at other levels, as for example, the retailer against the wholesaler, and the 
independent wholesaler against the manufacturer who sells directly. 

The marketing process is far from perfect, as we shall see in considering 
some of the problems of correction in the remaining pages of this chapter. 
However, much of the criticism against marketing procedures is, at root, a 
criticism of the institutions of the competitive economy itself. In Chapter 
XVIII we shall learn that, in a regime of free enterprise, consumer's choices, 
acting through the flexible price system, direct production. What is pro¬ 
duced, and the manner of its distribution, depend upon the free choice of 
consumers and the private initiative of business enterprisers seeking profits. 
When food is dumped into a river it is the profit motive which is responsible 
for that act. When the price spread between grain on the farm and bread 
in the grocery store increases, it is usually because the intervening steps, 
developed by private enterprise under the profit motive, have satisfied the 
needs of consumers better or more cheaply. When recourse to government 
intervention is advocated (or accomplished) by subsidies, output control, 
financial aid, and restrictions placed on competitive behavior, it is the com¬ 
petitive economy that is being challenged. All these fundamental issues 
should be studied as problems of comprehensive economic policy and will 
be so considered in Part IX of this volume. To suggest that a socialistic econ¬ 
omy would eliminate much of the marketing structure and simplify the re- 
mainder is a legitimate point for discussion. However, within a competitive 
economy, marketing is essential, for the reasons given above. We must not 
confuse improvement of that structure with demands for a fundamental re¬ 
organization of the economy as a whole. Let us rather try to correct specific 
marketing defects, without abolishing the system. 



EFFICIENCY IN MARKETING 


145 


The Cost of Marketing.—The criticism most frequently made of market¬ 
ing is that the costs of performing the functions arc excessive. Marketing is 
said to absorb too large a part of the total costs, and the increasing ratio (jf 
marketing costs to total costs is assumed to indicate a probable growth in 
inenk'iency and waste. It has been estimated that half the consumer’s dollar 
is absorbed by marketing cosls.'"* Another authority asserts that selling costs 
vary front almost nothing (in a direct sale by the manufacturer) to over 
75 per cent of the final sale price.^‘ Retail markujrs a[)[)car to vary from 25 
to ^5 per cent in the typical retail grocery store. However, it is difficult to 
get reliable data on the upward trend in marketing costs because of the 
loose manner in which selling cost is usually defined. Nevertheless the fol¬ 
lowing summary of this trend from 1850 to 1920 is available:” 

The Percentac,!'. of Total E(T)nomic EFFf)RT Devoted 
TO Material Production and to Marretinc 

Material Production Commercial Effort'* 


Year Effort (Selling and Distribution) 

1850 . 80.2% t9.8(/^ 

1860 . 75.1 . 24.9 

1870 . 72.0 . ... 2H.0 

1880 . 67.2 . 32.8 

1890 . 63.3 . 36.7 

1900 . 59.9 . 40.1 

1910 . . 

1920 .... 49.6 ... 50.4 


Studies of specific commodity groups furnish corrohe^rative evidence. Using 
the period igiu to 1914 as a base, the percentage of the retail price received 
by the farmer from the sale of 10 products (wheat-bread, eggs, butter, and 
so on) decreased from the average of 51 per cent to 45 per cent by 1927.^ 
Statistics of foreign countries show a similar growth in marketing cost. 

While such data arc interesting and may be useful for many purposes, 
they mean but little as an index of the efficiency with which commodities 
are marketed. A certain [product may be produced and sold at five dollars 
a unit with just the most rudimentary marketing organizatifjn, absorbing 
less than to per cent of the total cost. That same product, however, might 
be efficiently marketed and sold in large quantities, enabling the producer 
to introduce numerous economies of large-scale production. The price might 

”P. D. Converse, The Elements of Marketing (1930), p. 6. 

®H. E. Agnew and Dale Ilouj^hton, Marketing Policies (1941), p. 287. 

’’^Stuart Chase, The Tragedy of Waste (1925), p. 213. (Quoted by Chase from a stiidv W 
Sidney A. Reeve.) 

®F. E. Clark and L. D. H. Weld, Marketing Agricultural Products (19^2), p 4'?2. 
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then fall to four dollars per unit, althought the new, highly developed 
marketing organization might then be absorbing 60 per cent of the total 
cost. It would be the height of foolishness to call the marketing cost of 60 
per cent in the second case an indication ot inefficiency, on the ground that 
formerly the product had a marketing cost of only 10 per cent. The improve- 
ment in marketing resulted in economics that enabled the producer to 
reduce the price from five dollars to four dollars per unit, and this would 
indicate a real increase in production efficiency. Marketing specialization 
takes place only when a reward in the form of profit is in the offing, and 
a product having a high marketing cost is more apt to be an example of a 
product, the marketing of which is a difficult problem, than it is an example 
of waste. In addition, the increasing percentage of marketing costs to total 
costs, as the years go by, reflects in a measure the increasing complexity of 
economic life. The ever-increasing specialization, as we have already noted, 
necessitates a more eflective and elaborate marketing organization. The in¬ 
crease of marketing costs indicates a growing need for such services, rather 
than a general development of inefficiency and waste. 

Mass Production and Product Differentiation.—In Chapter III we exam¬ 
ined the economies of large-scale organization and the impact of mass pro¬ 
duction on the organization of business enterprise. The marketing structure 
has been profoundly affected by this trend because a large output requires 
highly developed market outlets. Where the physical characteristics of a 
product and the quality differences can be accurately determined by purchas¬ 
ing experts, as in raw materials and machinery, price competition can be 
relied upon to establish efficient production levels if that competition is rea¬ 
sonably free; but where physical characteristics are not easily identified, and 
average purchasers find it difficult to measure quality, the producer tries 
to protect his market by product differentiation, such as packaging, color, 
scent, or texture, combined with a trade name or brand to identify his output. 
This contributes to duplication and waste in marketing because it forces each 
wholesaler and retailer to stock a variety of different brands of the same good. 

A casual glance at the shelves of a super-market or department store dem¬ 
onstrates the importance of product differentiation in almost all consumer 
goods. To clean our teeth we can select a paste, powder, or liquid. If we 
prefer paste, there is a wide variety of brands to consider, each differing in 
cleansing agent, texture, flavor, and container design. A manufacturer who 
desires to enter this competitive field on a mass production basis has a very 
difficult problem on his hands. A large, mechanized plant and trained per¬ 
sonnel must be obtained before a single sale is made. Mass distribution 
involves the use of thousands of retail stores, with salesmen contacting each 
outlet. Each store must be supplied with a stock, and inventories for repeat 
orders must be established with wholesalers. The public must be informed 
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by local and national advertising on how to identify the product. Every 
producer of tmth paste, powder, or liquid, faces the same problem. 

Although the objective of the mass distribution of an economically pro¬ 
duced good is consistent with the economic welfare of the nation, the door 
is wide open for heavy economic waste. Excess plant capacity is a normal 
consequence of product differentiation. Excess inventories mount at a tragic 
rale because stocks of a given branded commodity, such as tooth paste, 
are not only held in thousands of stores and warehouses, but are duplicated 
in a dozen or more competing brands in each individual store. Competitive 
advertising and selling generates tremendous pressure under such conditions. 
Mass distribution is necessary for efficiency, but to accomplish mass distribu¬ 
tion some of the most obvious forms of wasteful effort are given fantastic 
opportunities for expansion. 

Correction of the defects in the modern mass marketing of differentiated 
products presents perplexing problems, and there is pressing need for research 
by both government and industry. Trade associations, working together 
with government agencies, should attack these problems with vigor. The 
techniques of scientific management and integration can contribute much 
toward improvement. Cociperative marketing, briefly reviewed below, reaches 
some of the difficulties. More attention to market analysis by producers 
would also help. Further, a strong government policy directed towards hon¬ 
est advertising, selling, and grading, combined with better dissemination of 
information among consumers, is needed. Powerful lobbies have too long 
blocked federal action to protect the consumer. However, we must accept 
a residual amount of waste as the price of protecting freedom of enterprise 
and the competitive economy. 

Scientific Management and Integration in Marketing. —The recognition 
that the rapid growth of the marketing process is not necessarily conclusive 
evidence of incflicicncy and waste does not, however, absolve the distributive 
trades from criticism. In common with other aspects of business activity, 
there is need in these lines for better management and more efficient integra¬ 
tion of functions. There are numerous indications of the shortcomings of 
present marketing techniques. For example, merchandise has been left lying 
idle on shelves or in warehouses, while the supply of other goods is inade¬ 
quate. Often there are too many clerks to wait upon customers, or to handle 
records. Establishments have been poorly arranged, and lack of coordination 
among the different departments is a frequent occurrence. These are but a 
few of the many instances of mismanagement which contribute to excessive 
marketing costs. The remedy for them lies in the application of better man¬ 
agement principles. Some of these principles were described in Chapter 11 . 
It was there suggested that careful selection of locations, scientific layout 
of buildings, job analysis, efficient wage systems, and modern personnel 
departments, can all be used constructively in marketing establishments. 
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The number of stages in marketing a product, and the complexity of the 
whole process, provide a fertile field for effective integration. The pressure 
of intense competition has already brought a tendency towards such simpli¬ 
fication. Wholesalers now spread out and embrace several of the marketing 
steps, in some cases even going into the business of manufacturing the prod¬ 
uct they handle. They also frequently adopt and advertise their own private 
brands, seeking in this way to go over the head of the retailer and force 
him to carry their product because of the pressure of demand so created. 
While the wholesalers have been spreading out towards the retailer and 
manufacturer, the manufacturers and retailers have, on their part, retaliated 
by taking over part of the wholesaler’s work. Many large manufacturers 
send salesmen directly to the local jobber or retailer, and in some cases they 
build up their own complete selling organization. Not a few have even taken 
over retail stores, thus completing the integration of all the steps in the mar¬ 
keting of their product. Retailers have also pushed back into the wholesaling 
stages. Such integration frequently results in greater efficiency, not only by 
eliminating unnecessary steps or duplication in the marketing process, but 
by the better coordination of the various stages. 

Consumers’ Cooperation.—Another development by which some groups 
have tried to effect economies in marketing is through the organization of 
cooperative establishments. A cooperative marketing organization is one in 
which a number of consumers or producers band themselves together for 
the joint purchase or sale of the commodities they use or produce, thereby 
dispensing with the usual middlemen who perform these functions. It is to 
be noted that they do it, however, only by setting up another organization 
of their own—the necessity for marketing machinery remains. 

Consumers’ cooperation involves the establishment of a store (usually 
retail) by a group of persons who intend to become its customers. The pur¬ 
pose is to secure goods for consumers on better terms than could be obtained 
from a retail store which is operated for profit. The consumers supply (or 
borrow) the capital, but each stockholder usually has only one vote, no 
matter how many shares he owns. A fixed rate of interest is paid on the 
stock, and any profits above this are distributed to the stockholders, not in 
proportion to their investment, but in proportion to the amount of goods 
each one has purchased from the cooperative. Thus the customers get the 
profits which in the usual retail establishment go to the proprietors. 

In the beginning, consumers’ cooperation was largely a British develop¬ 
ment. In 1844 a small group of English weavers organized the now famous 
Rochdale Cooperative Store. Shares of stock were sold to persons living in 
the vicinity at one pound per share, the low price giving opportunity for 
persons of small means to participate. The initial payment could even be 
made on an installment basis if desired. The rate of interest on the stock 
was fixed at five per cent, and profits were to be distributed at given intervals 
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on the basis of purchases made in the store. Each stockholder was given but 
one vote regardless of his holding of stock in the cooperative, in order to 
insure democratic control. I’he business was conducted strictly on a cash 
basis. The idea spread rapidly until before the Second World War millions 
of English families were jiurchasing in over a thousand stores, which did 
a total business of over a billion and a half dollars annually. 

This type of coc^^eration has a number of advantages. Prices to the con¬ 
sumer are often reduced by the elimination of the retailer's profit, the savings 
made in advertising, and generally low selling cost. Loyalty of the members 
assures steady sales, and at the same lime assists in obtaining managers and 
help at low rates. A saving is often made by reducing the variety of goods 
held in stock, since the competitive selling pressure is much reduced. On 
the other hand, insistence on cash payments, reduced variety of goods, failure 
to utilize selling appeals, and (sometimes) unwillingness to pay salaries high 
enough to attract good managers, have .somewhat offset these advantages. 
Nevertheless their growth shows that they have had a good deal of success. 

The cooperative movement was later extended to wholesaling and manu¬ 
facturing in England. Wholesale cofiperative organizations own bakeries, 
canning factories, sfioe factories, flour mills, wheat farms, coffee plantations, 
and coal mines. National cooperative societies have been c'stablished and con¬ 
siderable integration of the varioits marketing stages has taken place. 

The consumer cofiperativc movement has also sho\vn great strength in 
Germany, France, Belgium, and the Scandinavian countries. As in Great 
Britain, the coiiperatives operate local stoi'cs and large wholesale establish¬ 
ments and produce many of the [iroducts they sell. Although consumer 
codperatives have by no means achieved the same prominence in the 
United States, they are becoming increasingly important here. The slower 
development of the movement in this country may be attributed to the 
greater purchasing power and the more individualistic nature of the Ameri¬ 
can consumer. However, in spite of its conspicuous lack of success prior to 
the 1930’s, the movement has made considerable progress since that time. 
Government encouragement and the severe depression, which necessitated 
every economy on the part of the consumer, combined to give new impetus 
to the organization of cooperative societies, so that many are now established 
here. 

The most important cooperatively operated purchasing concerns in the 
United States, as indicated by the aggregate dollar volume of sales and the 
percentage of total business handled, are the farm supplies organizations. 
Tfiese deal in such merchandise as feed, fertilizer, seed, farming implements, 
and hardware. It is estimated that in 1935 they did 23 per cent of all the 
farm supplies business in the United States.^ Cooperatives dealing chiefly 

®Carl N. Schrnalz, “Co-ops Not a Factor in Apparel Merchandising,*' Women's JVea^' 
Daily, Annual Review Number, December 28, 1938. 
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in petroleum products, although much less important relatively to privately 
owned enterprises than the farm supplies associations, accounted for two 
per cent of the total distribution of petroleum products.In a number of 
cases, particularly in the Middle West, cooperative organizations have suc¬ 
cessfully combined the handling of farm supplies and the distribution of 
petroleum products. CcK^XTative retail food stores serving urban commu¬ 
nities, and general store cooperatives serving in small towns and rural dis¬ 
tricts, have also made some headway, although they still do less than one 
per cent of the total retail business in these lines. 

Retailers’ Cooperation.—^Another phase of cooperative buying is retail¬ 
ers' cooperation. Economic pressure, largely in the form of keen com¬ 
petition, has brought about cooperation at two ends of the production 
process. Direct selling by large-scale businesses, such as the department store, 
the mail-order house, and the chain store, has impressed on the small retailer 
the fact that he cannot survive unless he is able to purchase his gcK>ds in 
large quantities at wholesale prices. Consequently, th.cre have developed 
cooperative organizations of retailers for the purpose of accomplishing this. 
Such organizations can deal directly with manufacturers, obtain trade dis¬ 
counts, eliminate at least part of the wholesaler’s profit, and, by branding 
their standard products, advertise as a unit. Sometimes the organization is 
an incorporated body acting practically as a substitute for the independent 
wholesaler, but often it is little more than a buying syndicate. Retail coopera¬ 
tion has not had the success many persons hoped for it. Strong opposition 
on the part of regular wholesalers, lack of loyalty among members, and the 
low-grade ability often found among small shopkeepers, have proved serious 
obstacles to overcome. 

Farm Cooperatives.—Agricultural cooperative marketing, a form of co¬ 
operative selling, has been more successful in the United States and is grow¬ 
ing steadily with strong government support. Farm cooperatives are formed 
chiefly to effect the unified sale of a product produced by many small farmers. 
This type of cooperative marketing is illustrated by the California Fruit 
Growers’ Exchange. This organization is a combination of local citrus fruit 
growers located in southern California, and serves as a centralized marketing 
agency. The Exchange maintains agents in the various eastern cities who 
report on market conditions and prices, thus facilitating the most profitable 
distribution of the fruit. The Exchange can see that shipments are regular, 
in large lots, and can maintain most favorable relations with the railroads. 
In the northwest several strong cooperative organizations exist for the 
marketing of grain. Other products in which this method of organization 
is made use of are cattle, potatoes, all kinds of fruits, and tobacco. Many 
cooperative creameries are now in operation in Minnesota, which state is the 
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stronghold of the movement in this country. This kind of cooperation has 
also been successful in Europe, especially in Denmark. Such organizations 
bring gain to the farmer by improving the quality, packing, and grading 
of his product, eliminating the profit of the local buyer, reducing the ship¬ 
ping costs, and arranging a more steady flow of products to the market. It 
has experienced the difficulty, common also to consumers’ ccKiperation, that 
it is hard to get farmers to realize the need of competent specialists to man¬ 
age the eexiperative. They have been unwilling to pay the salaries necessary 
to secure such management. In many cases the exaggerated hopes of the 
farmers have been severely disappointed, when they discovered how great are 
the costs of taking over the middleman’s functions. 

An Appraisal of Marketing Cooperatives.—Although the cooperative 
movement in the United States has hardly lived up to the claims of its pro¬ 
ponents, experience abroad demonstrates that it can accomplish important 
reforms. The potentialities of the movement therefore appear impressive. 
Our government policy has in many ways been favorable to the spread of 
cooperation. The Cooperative Marketing Act of 1926 encouraged the forma¬ 
tion of agricultural ccxiperatives, and subsequent agricultural legislation con¬ 
tinued this policy, especially in extending credit to farmers and farm or¬ 
ganizations. The federal income tax law, under which cooperatives are 
exempt as nonprofit organizations, has helped the movement. Independent 
marketing enterprises have bitterly denounced this policy as discriminatory, 
claiming, quite correctly, that the cooperative is designed for private gain 
rather than for philanthropic purposes. Where conditions are favorable the 
movement will grow, but under present conditions it cannot be considered 
a general panacea. 

Abuses in Commodity Speculation.—Speculation in commodities performs 
useful economic functions, but, as in the case of security markets, there is 
always some danger ‘hat illegitimate trading on the exchanges will hamper, 
rather than facilitate, the efficiency of production. The ease with which trad¬ 
ing in produce and raw materials can be accomplished induces unqualified 
persons to use the organized exchanges as gambling institutions. Inexperi¬ 
enced persons can take a *‘flier” in wheat futures with about the same ease 
that they can deal in Pennsylvania Railroad stock. An incorrect guess may 
cause a serious disruption of the market. Feverish periods of rising and fall¬ 
ing commodity prices, having no basis in real economic conditions, may be 
initiated and carried forward by heavy speculative buying and selling on the 
part of the general public. The upsetting consequences to the thousands of 
legitimate producers and processors, using the market for real transactions 
or hedging, can easily be appreciated. It is very difficult to prevent such 
gambling transactions, but some degree of protection results automatically 
from the trading of the professional speculator. Should the market move in 
the wrong direction, the professional speculator, with his expert knowledge 
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of marketing conditions, will tend to increase his operations and thereby 
counteract the transactions of the novice. 

The manipulation of prices by cliques of professional speculators is a 
more serious danger. Since the speculator earns his profit through fluctua¬ 
tions in commodity prices, there is a strong temptation to control such fluctu¬ 
ations wherever possible. Commodity markets, like stock exchanges, are 
open to manipulation by spreading false rumors, by washing sales, cornering 
the market, and through dishonest practices of the brokers themselves. The 
spreading of false rumors has its greatest eflect on the nonprofessional specu¬ 
lator. The evil can best be reduced by widespread publicity of all the avail¬ 
able information as to the true condition of the market. Wash sales arc 
fictitious transactions made through the exchanges for the purpose of raising 
or lowering the prices of stocks or of prcxluce. An individual or a group of 
individuals may buy and sell a commodity at the same time and at a price 
agreed upon, without any intention of delivering or receiving the goods, but 
merely, by their bidding and taking, to influence the price upward or down¬ 
ward for their own advantage. Such transactions are forbidden by the rules 
of most exchanges, but when the manipulators are not brokers, but arc 
professional speculators using one broker to buy and another to sell, detec¬ 
tion is very clifiicult. During the United States Senate investigation of fluctua¬ 
tions in wheat futures, it was asserted that the majority of the days on which 
unusually violent price fluctuations took place were days on which one or 
more of the more important traders bought or sold 2,000,000 or more bushels 
of May wheat.^^ These could easily have been manipulative transactions. 

The corner is even more difficult to prevent. A group of speculators may 
buy up all the available supply of a product and at the same time absorb all 
the offerings of short sellers. The result will be that the short sellers will 
find themselves unable to carry out their agreements to deliver when their 
contracts fall due. '‘A corner, then, is the result of an oversold market, 
bringing about a situation in which the sellers arc unable to fulfill their 
contracts and have to buy back from those to whom they have contracted 
to deliver, or, in other words, settle their contracts by paying over to those 
who have cornered the market the difference between the price they have 
contracted to sell for and the price which manipulators have succeeded in 
bringing about.” It is practically impossible to obtain sufficient monopoly 
control to corner an entire crop. Successful corners are more often restricted 
to the futures maturing in a particular month. The most famous successful 
corner was the Loiter corner of the wheat market in 1897. A later attempt 
by Leiter was a failure. 

The activities of irresponsible brokers can become very serious. Brokers 

^^Sec F. L, Vaughan, Marketing and Advertising (1928), p. 171. 

“J. G. Smith, Organized Produce Markjets (1922), p. ii2. 
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handle large sums of money for their customers and frequently hold posses¬ 
sion of the various kinds of certificates of ownership given to them as 
security for customers’ loans. The opportunity to profit by speculating with 
these funds, or with even larger amounts borrowed from the banks, has 
sometimes been a temptation too great to withstand. During the great de¬ 
pression of the ig3o’s many brokerage houses failed because of such misuse 
of customer ccjuities. I’hcse are illegal acts subject to criminal prosecution, 
hut they occur all loo frequently. 

Correcting the Abuses of Speculative Markets.—The best means of pre¬ 
venting such pernicious activities as the making of fictitious sales, cornering 
the market, and other devices for manipulating prices, is the adoption and 
rigorous enforcement of rules by the exchanges prohibiting such practices 
on the part of their members. This requires the right to inspect the books 
and records of the members of the exchange in a most searching manner. 
Self-regulation by exchanges has been increasing. The Chicago Board of 
Trade has regulations authorizing the extension of the delivery date of future 
contracts in order to protect traders unfairly caught in a tight market. If 
price movcmcnis become unreasonably great, the exchange can set limits 
on the spread of price fluctuations in any one day. 

However, since commodity exchanges are private organizations their 
power of control is decidedly limited. Hence, in response to public demand, 
considerable government supervision has been established. The Grain Fu¬ 
tures Act of 1922 provided for a (irain Futures Administration under the 
Department of Agriculture, with power to control rules adopted by the 
grain exchanges, to compel brokers to keep the records of their transactions 
open to inspection, and to call for any information it desired concerning 
transactions that were handled by the exchanges. This control was made 
effective by recjuiring grain exchanges to operate under federal licenses, sub¬ 
ject to revocation in the event of noncompliancc. The law was amended 
by the Commodity Exchange Act of 1936, which increased the powers and 
broadened the jurisdiction of the administration. Cotton, rice, corn, oats, 
barley, rye, flaxseed, butter, eggs, and Irish potatoes were included in the 
coverage in 1938, and in 1940 wool, fats and oils, soybeans and peanuts were 
added. The law also provided for the creation of a Commodity Exchange 
Administration under the Department of Agriculture, to supervise all trans¬ 
actions on the floor of the exchanges, and it made mandatory the admission 
of farm cooperatives to exchange membership. 

During the Second World War the price-fixing powers of the Office of 
Price Administration restricted the activities of exchanges to such a degree 
that many were forced either to close or to operate on a very limited basis. 
Prices pressed tightly against fixed price ceilings left little room for active 
markets. The revival of the exchanges will test the effectiveness of govern¬ 
ment regulation. A firm control of speculation appears mandatory in our 
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complex marketing system, for reckless speculation and price manipulation 
can seriously disrupt the whole chain of marketing from the primary pro¬ 
ducer to the final consumer. The rise of the Labor party to power in Eng¬ 
land placed British commodity exchanges in the hands of the government. 
The pressure thus placed upon American markets, plus the difficulty of regu¬ 
lating private exchanges, may force government operation of commodity 
exchanges in the United States. 


Summary 

Marketing is the creation of time, place, and possession utilities. The 
machinery of marketing becomes more elaborate as specialization increases. 
Marketing coordinates consumers’ demands with the means of satisfying 
them, and performs other minor functions. The presence of middlemen, 
who specialize in the various stages and types of marketing, is essential to 
this process. The chief types of marketing specialists are wholesalers and 
retailers—such as the general store, specialty store, chain store, department 
store, mail-order house, and super-market. 

The marketing of commodities is facilitated by organized markets known 
as produce (or commodity) exchanges, where brokers and dealers trade and 
speculate in staple commodities. Speculation is the purchase or sale of a 
commodity in anticipation of price changes, with a view to profiting there¬ 
from. It cannot be eliminated from industry, and it is best carried on when 
in the hands of professional speculators. Speculation in commodities sta¬ 
bilizes prices, equalizes consumption and supplies, and reduces business 
risks. By means of hedging contracts associated with dealings in futures on 
the commodity exchanges, businessmen are able to transfer most of the 
risks of price fluctuations to professional speculators. Much of the work of 
speculation depends upon the use of futures contracts, which call for the 
delivery of a commodity at a stated future time, the price being agreed upon 
in advance. 

Much of the criticism directed against the marketing organization is at 
root a criticism of the competitive economy itself. Marketing is complex 
in a competitive system and its critics must accept that fact. The rising costs 
of marketing do not necessarily prove that the organization is wasteful, 
although there are many evidences of inefficiency. Mass distribution of dif¬ 
ferentiated products is necessary but costly, leading to considerable eco¬ 
nomic waste. Corrective action by private industry and the government must 
be extended. Better application of scientific management principles and the 
integration of closely related marketing stages would be beneficial. Coopera¬ 
tive marketing can save its membership the profits of middlemen. Govern¬ 
ment policy has been very favorable to the growth of cooperation, but the 
movement is not a panacea for marketing ills. Speculation in commodities 
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is characterized by a number of abuses, such as the ill-informed operations 
of nonprofessional outsiders, the manipulation of prices by fictitious sales and 
corners, and the misuse of funds entrusted to brokers. To remedy these evils, 
exchanges must maintain strict rules and enforce these rules by inspection 
of members’ records. Commodity exchanges are regulated by the Commodity 
Exchange Administration, created by the Commodity Exchange Act of 1936. 
If self-regulation, backed by government regulation, proves unable to remove 
the more serious abuses of commodity speculation, government operation 
of the exchanges may prove to be the only adequate answer. 
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CHAPTER VII 


The Background of Labor Unrest 


A. The Causes and Extent oe Industrial Unrest 

Labor’s Position Under Capitalism.—In the first chapter of this book 
there was given a brief sketch of the historical development which brought 
the modern industrial system into being. It was shown there that, in the 
medieval system of feudalism the masses of the people were agricultural 
peasants, living in a state of serfdom under the domination of manorial 
lords. The Industrial Revolution swept this system away and replaced it 
with the institutions of capitalism. In the latter system, the masses of the 
people are no longer peasant serfs, but are free laborers, working for money 
wages in various kinds of industrial establishments under the direction of 
capitalistic employers. It is in this relationship betn^en wage-earners and 
employers that the labor problems of our time have their basis. 

The rise of the new industrial system led to results that were two-sided. 
It brought about a marvelous growth of material production, but this was 
accompanied by almost complete disregard for the well-being of the human 
beings caught as workers in the early factories. The inhumanity with which 
men, women, and children Were treated in this transition period is now 
notorious. The laborers worked from 12 to 16 hours a day in dark, crowded 
factories, ^’oung girls and children crawled in mines dragging heavy carts 
of coal, rarely seeing the light of day. Boys and girls six to ten years of age 
labored from dawn to dark. Overworked, attacked by disease and malnu¬ 
trition, their bodies became deformed, and the worker was an old man at 
forty. Under such conditions, protest and conflict were inevitable. The in¬ 
terests ol employers and employees clashed over the division of the product 
and the conditions of work; but all efforts at reform were bitterly opposed. 
Early attempts of the workers to organize were made illegal in England by 
the passage of the Combinations Acts of 1799 and 1800. Factory legislation 
to improve working conditions was very slow to develop. 

It was in this fertile soil that the labor movement had its genesis. Al¬ 
though the gains since made by labor through protective legislation and 
organization are impressive, the industrial pattern that emerged since the 
Industrial Revolution retains the basic elements of conflict. The wage system 
requires a bargain between employer and employee as to wage rates, 
hours of employment, and conditions of work. In truth, modern mass pro 
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duction, with its reduction of the average worker from the position of a 
skilled artisan to that of an unskilled hand on an assembly line, has inten¬ 
sified the dependence of the worker. Social security legislation and the rising 
power of organized labor owe a considerable part of their drive to the impact 
of mass production methods on the life of the modern worker. 

Evidences of Industrial Unrest.—As long as competition, free enterprise, 
and private property remain as fundamental institutions in our economy, 
the employer and employee relationship Mill exist. Therefore, the two eco¬ 
nomic classes, popularly labeled capital and lahur, must cooperate if pro¬ 
ductive efficiency is to be maintained. Mutual suspicion, originating in 
misunderstanding, dissatisfaction, and distrust, reduces industrial efficiency, 
both by lowering the effort put forth during periods of production, and by 
stoppage of work during periods of open conflict. The national income 
suffers in periods of armed truce as u'cll as during periods of active industrial 
warfare. The problem of establishing amicable relations between the em¬ 
ployer and the employee ranks high in the list ol important issues facing 
civilization. The seriousness of industrial unrest has been plainly evident 
for many years to the most casual newspaper re.uler. Accurate measurement 
of the extent of industrial unrest is difficult, but data on labor turnover and 
strikes give some indication of the quantitative importance of the problem. 

Labor turnover means change in the personnel of an employers’ working 
force—the transfer of workers from one employer to another. In principle, 
it measures the amount of employment necessary to maintain a given average 
working force during a stated time period. Statistical measurement is auT- 
ward because men who leave employment may not be replaced, an<.l new 
employees may be hired to increase the total working force rather than to re¬ 
place men who have been lost. Variations of the business cycle widen this 
discrepancy between separations and replacements. The United States De¬ 
partment of Labor therefore gives turnover rates of (i) separations to total 
employment and (2) accessions to total employment. In 1941 the average 
separation rate for all manufacturing was 46.48 per cent, with a high of 
69.63 in automobiles and a low of 20.64 per cent in petroleum refining.^ The 
average accessions rate for that year was 64.51 per cent, Math a high of 124.32 
per cent in aircraft and a low of 27.26 in petroleum refining.^ Individual 
firm rates var*y much more widely, some reaching several hundred per cent. 
While the effect on labor of the approaching war was reflected in 1941 data, 
prewar rates are not very different. Studies in the depression years of the 
thirties show average rates of about 40 per cent. While the causes of such 
shifting of workers are many, including illness, nonscientific hiring and 
placement of workers, and the personal problems of the individual employee, 

^ Data quoted from J. E, Walters, Personnel Relations (1945), p. 249. 

^Jbid., p. 250. 
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labor turnover remains one of the best measures of industrial dissatisfaction 
we have. It is evident that unrest is serious in modern industry. 

The most objective form of industrial unrest is the strike. The summary 
given in the following table shows the trend in the number of strikes from 
1916 to 1945.^ The number of strikes declined rapidly from 1920 to 1932. 


Labor Disputes and Workers Involved (1916-1945) 


Period 

A verage 
number of 
disputes 
per year 

Relative 
number of 
disputes 
(iqi6-ig2i 
= 100) 

Average 
number of 
workers in¬ 
volved per 
year (in 
thousands ) 

Relative 
number of 
u/orl{€rs 
(igi6'ig2i 
~ 100) 

1916-1921 . 

3.503 

100 

1,798 

100 

1922-1926 . 

1,250 

36 

756 

42 

1927-1932 

753 1 

21 

297 

16 

1933-1937 . 

2,495 

71 

1,280 

72 

19^8-1941 . ! 

3.045 

87 

1,200 

67 

1942-1945. 

4,101 

117 

2,101 

117 


This decline did not necessarily imply less dissatisfaction on the part of labor. 
It is probable that a combination of circumstances, such as improved living 
standards, inadequate union programs, and the lack of a strong public 
and governmental sympathy for the strike technique, offers a more accurate 
explanation. This interpretation is supported by the resurgent wave of serious 
strikes which began in 1933. ^ considerable part of the impetus of this 
development must be attributed to the rise of an insurgent industrial union¬ 
ism, the rise of a new group of energetic union leaders, and the marked 
change in the attitude of the government towards labor. The passage of 
federal legislation which guaranteed the rights of labor to organize and 
bargain collectively strengthened materially the hand of the union.^ De¬ 
mands for official recognition of the union became the most important single 
cause of industrial disputes. 

With the advent of the Second World War in 1939, the number of strikes 
remained at about the 1933-1937 average until 1941, in which year the number 
almost doubled. The entrance of the United States into the war brought 
a wave of patriotism which, supported by the no-strike pledges of many 
labor leaders, resulted in a sharp decline in the number of strikes in 1942. 
Thereafter, the upward trend was resumed. The rising cost of living, the 

* Statistics adapted from Monthly Ijxhor Review, Vol. 62, No. 5, May, 1946, p. 720. 

*Scc, infra, Chap. IX. 
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influx of new workers, and the attempt of government to control wage rates, 
explain the wartime and postwar increase in industrial disputes. 

The normal tendency for strikes to increase in number during periods 
of prosperity and decrease during periods of depression must also be con¬ 
sidered in any analysis of strike frequency. Data for the decades prior to 
1930 demonstrate this principle clearly. In years of depression, workers are 
interested in steady employment rather than higher wages and better work¬ 
ing conditions. With prosperity, confidence returns and union activity and 
membership revive rapidly. The exceptional increase in the number of in¬ 
dustrial disputes since 1933 has been explained above. This reversal of the 
normal relation between labor disputes and business conditions is probably 
temporary. 

The Causes of Industrial Unrest.—The causes of industrial unrest are 
diverse and difficult to summarize. First in importance is the belief, wide¬ 
spread among workmen, that the present system treats the working popu¬ 
lation unjustly. The workers, it is said, create the product of industry but 
they secure only a part of that product, the rest being held back by their 
employers. Business profits are believed to be enormous, and big business 
is viewed as a device for the exploitation of the masses. The result is the 
growth of a strong resentment and skepticism towards employers, giving 
rise to “soldiering” (that is, deliberately working slowly) and limitation of 
output. The existence of wide differences in individual incomes is the next 
most important cause of unrest. Those who work seem to get but little of 
this world s goods, while the good things of life flow in large streams to those 
whom the worker views as nonproducers. He sees extravagant living about 
him, especially as it is painted in an exaggerated form in the motion pictures, 
and feels a dissatisfaction with his lot. 

There are many other economic factors against which he reacts. He 
believes that the hours of labor should be shortened, giving him more leisure 
time, and perhaps increasing the number of jobs available. He feels a lack 
of security; the dangers of unemployment, and the poverty of old age are 
constantly before him. Some writers believe that this lack of security is the 
most important single cause of unrest. The struggle between the employer 
and the employee itself leads to tactics that bring about further dissatisfac¬ 
tion and conflict. For example, union efforts to obtain recognition. by 
employers, to share in determining conditions of work, and to establish a shop 
closed against non-union men, cause additional unrest and struggle. The 
problem of bad housing, especially in the slums of our cities and industrial 
towns, leads to further dissatisfaction. Lack of educational facilities for 
workmen and their children, lack of recreational facilities, bad health caused 
by such factors as the housing situation and undernourishment, all contribute 
towards an unhealthy attitude of mind. Recently there has also been devel¬ 
oping a belief that the worker should have some voice in the management 
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of the industry in which he works. The attitude of the capitalist--employer, 
that his business is his own private property with which he can do as he 
pleases, is being challenged both by direct show of force in industrial 
conflict, and by longer range political action on the part of organized labor. 

Labor leaders have always declared that public officials, the courts, and 
the lawmakers are all prejudiced against the laborer’s interests, and in favor 
of the interests of employer and property owner. Legislation to improve the 
workers’ lot has been difficult to pass, and the right to strike and the exist¬ 
ence of the union itself were declared legal only after a long bitter struggle. 
Once a dispute arises and a strike is called, police and local governmental 
authorities in many cases side with the employer against the striker. Property 
rights appear to be more “sacred” that human rights, in the eyes of the law. 
Federal legislation in labor’s behalf has mitigated somewhat the force of the 
worker’s criticism of government attitudes. Indeed, prior to 1947 employers 
were beginning to feel that the situation had been reversed, the state being 
so solicitous for labor that it discriminated unfairly against “capital.” How^ 
ever, the Labor and Management Relations law of 1947 described 

more fully later) clearly restored some of the “lost rights” of employers, 
and placed restrictions on labor organizations. This reinforced the feeling 
of labor that government is fundamentally on the side of employers and 
property owners. This feeling therefore remains as a causal factor in 
labor unrest. 


B. Organized Labor and Organized Capital 

Labor Organizations Defined.—To carry on their side of the industrial 
conflict, laborers have found it desirable to organize themselves into unions, 
variously called labor organizations, trade unions, or labor unions? Labor 
unions is at once the simplest and most descriptive of these terms; therefore, 
we shall use it as a broad concept, to include all the labor organizations with 
which this and the next two chapters will deal. So used, the term labor union 
may be defined as a permanent organization of wage-earners, having for its 
purpose the maintenance and improvement of the conditions under which 
they work. The essential characteristics of such a union are the permanence 
and continuity of its organization, the inclusion of only wage-earners in its 
ranks, a militant attitude, and the substitution of collective for individual 

“There is considerable confusion in the terms employed by different writers in the literature 
devoted to labor problems. For instance, the term labor union is sometimes used (as we have 
used it) in a broad generic sense, to include unions of all kinds; but other writers use it only 
in a narrower, specific sense, to denote general labor unions of the type to be described. These 
writers prefer the term labor organizations for the broader concept. Still other writers prefer the 
term trade unions for the all-inclusive category, but this is more properly employed as a syn¬ 
onym for craft unions, which will likewise be described. We shall encounter other words about 
which similar ambiguity prevails. We have adopted here the definitions which seem to us 
most logical, but have indicated the alternative usages. 
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bargaining. It seeks to protect the interests of the wage-earner as against 
those of the employer and society in general. 

Structural Types of Labor Organizations.—Labor organizations may be 
classified according to their structure into three general types. These are the 
general union, the craft union, and the industrial union. General unions are 
broad organizations that will admit all kinds of workers, regardless of the 
occupation or industry in which they are employed. The only qualification 
for membership is that the applicant be a worker—a wage-earner. The 
Knights of Labor, established in 1869, was such an organization. It sought 
to enter politics, and it assumed that the interests of all workmen were iden¬ 
tical, regardless of their location or type of work. Its aim was to elevate the 
status of workers in general. Failure to harmonize the interests of different 
classes of workers, combined with difficulties encountered in entering politics, 
brought about its downfall; but for a time it was very strong, reaching its 
peak about 1886. A craft union is an organization of all the workers in one 
particular craft or trade.® Organizations of carpenters, steamfitters, or brick¬ 
layers will serve as illustrations. The best-known craft unions are the railroad 
brotherhoods. An industrial union is an organization of all the workers 
within a given industry, regardless of the type of work in which each indi¬ 
vidual may be engaged. Craft lines are ignored. The United Mine Workers 
of America, led for many years by John L. Lewis, is an industrial union, be¬ 
cause it includes in its organization mine employees of all kinds. The em¬ 
ployees in the clothing trades are organized into a strong industrial union, 
called the Amalgamated Clothing Workers of America. 

There is a sharp conflict of interests between craft and industrial unions, 
because they cut across each other’s territory. The craft union is a horizontal 
form of organization, embracing workers of a given kind of skill in many 
industries, while the industrial union is vertical, including all the workers of 
an industry regardless of their craft. So, an electrician employed in the auto¬ 
mobile industry might belong either to the union of his craft or to the United 
Automobile Workers, an industrial organization. This conflict of jurisdic¬ 
tions leads to intense rivalry and bitterness between unions of these two types. 
The craft unions are more exclusive, aristocratic, and conservative, usually 
representing skilled workers; while the industrial unions, because they reach 
down into the semiskilled and unskilled workers of their respective indus¬ 
tries, are more democratic—and often more radical. 

Local craft and industrial unions are frequently combined into national 
federations of their several crafts or industries; and in some cases the national 
federations are members of broader, international organizations. Different 
craft or industrial unions in the same locality may also be associated together 

*Thc term trade union, strictly construed, is synonymous with craft union, but in popular 
parlance it has come to be used to denote labor unions of all kinds; hence, the expression 
craft union is to be preferred. 
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into city central unions or other regional organizations for cooperation in 
dealing with local problems in which they have a common interest. 

Functional Types of Unions.—The late Professor Robert F. Hoxie sug¬ 
gested that a more significant classification of labor organizations could be 
formulated on the basis of the functions they perform. He suggested that 
unions might be termed business unions, free or uplift unions, revolutionary 
unions, and predatory unions, in accordance with their functional aspects. A 
business union is one that is trade-conscious rather than class-conscious. 
Hence, the craft union is usually of the business type. It expresses the view¬ 
point of the workers in the craft rather than that of all the workers in the 
industry, or of the working class as a whole. The business union seeks to 
obtain more for its members, here and now, in the form of higher wages, 
shorter hours, and better working conditions, without regard to the welfare 
of others outside its own particular group. It is usually conservative, believes 
in the present capitalistic organization and wage system, and operates on a 
collective bargaining basis with employers. 

The free or uplift union is one that has an idealistic viewpoint. It may 
be trade-conscious, but it is also class-conscious, and may even go so far as 
to think in terms of the interests of society in general. It is conservative and 
law-abiding. It seeks to improve the moral, intellectual, and social life of 
the worker, securing for him leisure, insurance, and a general improvement 
in his conditions of life. The Knights of Labor, already referred to, was such 
an organization. General labor unions are most likely to be of this type. 

Revolutionary unions are radical both in viewpoint and in action. They 
are opposed to the view that there is a harmony of interests between the wage- 
earners and the employing class. They repudiate, or at least tend to repudiate, 
the existing institutional order, especially the individual ownership of the 
means of production and the wage system. One branch of this type of union 
is composed of organizations which are willing to bargain with the employer 
and live up to contractual obligations for the time being, but which hope 
in the long run to reorganize society. On the other hand, there are revolu¬ 
tionary unions which believe in no compromise with the present system, 
believing rather in an organization of society purely on industrial lines. They 
advocate direct action and sabotage, and they often resort to violence. The 
Industrial Workers of the World is such an organization. Industrial unions 
arc more likely to be of the revolutionary type than are craft unions, but 
some industrial unions are conservative and businesslike. 

A predatory union is one concerned solely with immediate results, and its 
methods are wholly pragmatic. It seeks ruthlessly to obtain what it wants 
at the most appropriate time, regardless of ethical and legal scruples. The 
building-trade organizations have been classed as belonging to this group. 
Sometimes union leaders are downright criminal in their behavior, not only 
resorting to unscrupulous methods to attain the objectives of the union, but in 
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some cases going so far as to use their positions to line their own pockets with 
gold, even at the expense of their members. The 1935-1937 investigations in 
New York City, led by Thomas E. Dewey, then District Attorney, exposed 
union extortion and racketeering in a number of industries, among them 
clothing, food distribution, motion picture projection, restaurants, and other 
trades. More recently, the Bioff case focused public attention upon extortion 
in the motion picture industry. Bioff obtained enormous sums of money 
from motion picture executives by threatening them with strikes if they did 
not pay, before he was finally prosecuted and sent to jail. 

Obviously no perfect illustration can be found of any one of the func¬ 
tional types, each organization combining several aspects of the functions 
described. Perhaps it would be more accurate to say that the functions of 
labor organizations can be described as business, uplift, revolutionary, and 
predatory, some unions emphasizing one function and some another. In 
many cases the function given most prominence depends on the group lead¬ 
ers in charge of the organization at the time. 

Open and Closed Unions. —Labor organizations may be further classified 
as open and closed. The open union is one which maintains few membership 
restrictions or entrance requirements other than that the member belong to 
the craft or industry which the union represents. The closed union limits its 
numbers by means of high initiation fees and membership dues, citizenship 
requirements, and entrance examinations to determine trade proficiency and 
physical health. Often women and members of certain racial and religious 
groups are barred by tacit agreement. Some unions further limit the possi¬ 
bilities of entering the trade by apprenticeship regulations. A number of 
craft unions, particularly in the building trades, require an apprenticeship of 
three to four years before a worker can qualify as a journeyman. Certain 
unions maintain a given ratio between the number of apprentices and jour¬ 
neymen. Such restrictions are designed to keep certain types of labor scarce, 
and to protect union members from the competition of newcomers. Al¬ 
though such monopolistic membership restrictions may secure advantages 
for those already in the trade, they are likely to be detrimental to labor as a 
whole. By keeping workers out of certain occupations, they increase the 
numbers seeking employment elsewhere, and thereby depress wages in the 
unrestricted trades. Thus a few exclusive groups profit at the expense of the 
rest. 

The Growth of Labor Organizations in the United States. —The grovs^h 
of union membership in this country was very slow until about 1934, but 
the rise in the following decade was steady and rapid. The table below shows 
the growth in total membership from 1910 to 1944.^ While the trend was 

^Data for 1910 to 1932, inclusive, from Leo Wolman and Gustav Peck, Labor Groups in 
the Social Structure, Recent Trends (1933), p. 832. Data for 1936 to 1944 from the Depart¬ 
ment of Labor, Bureau of Labor Statistics, quoted by Florence Peterson in American Labor 
Unions (1945), p. 56. 
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Membership of American Labor Unions, i 910-1944 


Year 

Membership 

Year 

Membership 

Year 

Membership 

1910 

2,184,200 

1924 

3,536,600 

1937 

7,400,000 

1914 

2,716,900 

1928 

3,449,100 

1940 

8,500,000 

1918 

3,508,400 

1932 

3,144,000 

1944 

13,750,000 

1920 

5,110,800 

1936 

4,700,000 




steadily upward from the eighties, the total membership of over five million 
workers in 1920 was less than 20 per cent of the entire working population. 
From 1920 until 1933 the trend reversed itself, reaching a new low of about 
three million in 1932. The National Industrial Recovery Act of 1933 probably 
laid the foundations for the unprecedented labor movement of the thirties. 
This act provided that every industrial code approved under its authorization 
should contain the provision '‘that employees shall have the right to organize 
and bargain collectively through representatives of their own choosing,” free 
from all restraint, interference, or coercion by employers. The rigorous en¬ 
forcement of this law during its short life gave new momentum to labor 
organization. The creation of the Committee for Industrial Organization 
(CIO) in 1935 brought into the union field mass production industries pre¬ 
viously unorganized. By 1940 the prewar peak was reached, with over eight 
and one-half million members. The urge for war production and the activity 
of the War Labor Board accelerated the pace, until the total union member¬ 
ship is now (1947) estimated to be over fourteen million. 

The American Federation of Labor, —Until 1935 the American Federation 
of Labor (often designated as AFL) was the undisputed leader of the Ameri¬ 
can labor movement. Organized in 1881, the American Federation of Labor 
has had two basic precepts: (i) The belief that union organization must take 
cognizance of the existence of different crafts and skills and organize where 
possible on a craft basis; (2) the conviction that while each craft should have 
its own union and work independently in its own particular sphere, a na¬ 
tional organization is necessary which will represent all unions in their com¬ 
mon and broader needs. Propaganda for a shorter working day, minimum 
wage and hour legislation, the use of the union label, and assistance in the 
organization of new unions are good examples of its activities. 

The Federation is composed of thousands of labor-union organizations, 
each enjoying a considerable degree of autonomy. The individual wage- 
earner belongs only through his affiliation with his local union. Where a 
trade is organized into local, state, and national unions, the national organiza¬ 
tion may belong to the Federation. Where no national union exists, the local 
union itself may belong directly. In some cases city councils of local labor 
unions send representatives to the Federation. To coordinate the work of the 
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Federation a number of national departments have been created, each one 
being a grouping of several allied trades. Since 1923 there have been four 
such departments: the building trades, metal trades, railway employees, and 
union label. They were established by the Federation as a result of its experi¬ 
ences with jurisdictional disputes among the national unions in the different 
industries. They serve as agencies through which the various craft unions can 
settle the difficulties which arise because of their common interest in a par¬ 
ticular industry. Because of their quasi-industrial nature, they may be re¬ 
garded as a concession in the direction of industrial unionism. 

The annual convention of the Federation serves as a clearing house for 
labor information. Through the central executive committee, a powerful in¬ 
fluence can be exerted in the interest of specific objectives. The American 
Federation of Labor has persistently stayed out of partisan politics, but has 
put the pressure of organized labor behind any specific movement or action 
deemed favorable to labor. 

The Congress of Industrial Organizations.—^At the annual convention of 
the American Federation of Labor in October, 1935, there developed an in¬ 
surgent movement which was to enjoy spectacular success under the banner 
of the Committee for Industrial Organization. For some years prior to that 
convention, a number of union leader^ had been disturbed about certain cir¬ 
cumstances which they felt needed attention. For one thing, union member¬ 
ship in the Federation had suffered a decline after the temporary upward 
surge in 1934, although the right to organize and bargain collectively was 
now guaranteed by the government. Furthermore, there were entire indus¬ 
tries (many of them of great importance) which were practically unorgan¬ 
ized, including steel, automobiles, textiles, and rubber. Also, there were com¬ 
plaints about the lack of democracy in some of the Federation unions whose 
officials wielded arbitrary power, and were in some cases corrupt. Dissatis¬ 
faction was expressed, too, at the relative inactivity of the Federation in 
national politics. Finally, it was thought by some that the explanation of 
these facts lay in the fundamental policy and principle of the AFL to or¬ 
ganize on a craft rather than an industrial basis. It was felt that industrial 
unionism in mass-production industries, which would unite all the workers 
in a particular industry in a single union, was the only effective method of 
achieving organization for the great masses of workers. 

As an outcome of the bitter struggle at the convention, John L. Le\^is 
(president of the United Mine Workers) and the leaders of seven other large 
national unions met in November, 1935, and formed the Committee for 
Industrial Organization (CIO). This committee began immediately an in¬ 
tensive organizational drive. Successes were scored in industries formerly 
regarded as impregnably nonunion: rubber, automobiles, and steel. Several 
unions affiliated themselves with the Committee, whereupon the American 
Federation retaliated by expelling 10 unions one year later. All the com- 
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ponent parts of the new organization met in convention in the fall of 1938 
and formed a permanent federation, known as the Congress of Industrial 
Organizations. This name perpetuated the distinguishing initials, CIO. All 
efforts at reconciliation having failed, there are now two separate federations 
of labor in this country. Membership in the two has been running about 
even; paid-in members of the AFL reached 5,939,020 in August 1943, and 
the CIO claimed 5,285,000 in November of that year.® Several large nadonal 
unions and a number of local unions have remained independent. The major 
railroad brotherhoods never joined either federation, but the railway clerks 
are affiliated with the AFL. Organizations of postal workers and other 
federal employees are usually independent. 

Two significant trends are reflected in the rise of the CIO: (i) The break¬ 
down of crafts and specialized skills in industry and the increasing impor¬ 
tance of mass production; and (2) the entrance of a strong labor movement 
into politics. The CIO openly supported Franklin D. Roosevelt in 1936, 
developed Labor’s Non-Partisan League, and succeeded in gaining control of 
several important local government bodies. Later it created the Political 
Action Committee (PAC), which was a potent factor in the presidential 
election of 1944. These trends are antagonistic to the traditional principles of 
the AFL. What the result of the struggle will Ixr is difficult to forecast, for 
the competition between the two organizations has had both favorable and 
unfavorable aspects. Certainly the competition has intensified the drive for 
new members. Both groups have engaged in a major attempt to organize 
industry in the southern states. The CIO, as a young, fighting organization, 
has put new life into the labor movement. However, the loss of a united 
front can have serious consequences. Jurisdictional disputes have become seri¬ 
ous, with each organization trying to invade the other’s territory. AFL 
pickets before CIO union plants (or vice versa) cannot but discredit labor in 
the eyes of the public. A struggle for power by strong leaders can easily lose 
sight of the primary objective of all organized labor—the advancement of 
the welfare of the average American worker. 

Objectives of Labor Unions.—Broadly speaking, unions aim to obtain 
higher wages, shorter hours, better working conditions, and greater economic 
security for their members. As a means to these ends they seek first of all the 
establishment of collective bargaining procedures. Through such bargaining 
they negotiate with employers for standard wage scales, maximum job secu¬ 
rity, and favorable working rules. We must examine particularly the philos¬ 
ophy of collective bargaining, of the standard union wage scale, and of job 
security, because they constitute the core of the labor movement. 

Unions also bring other, secondary benefits. They exert pressure for social 
and economic legislation. The members of the organization can get together 

*Data from H. A. Mills and R. E. Montgomery, Organized Labor (1945), P- ^ 9 ^- 
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to talk over their mutual problems. Unions frequently act as beneficial 
societies, extending to their members insurance against accidents, sickness, 
and unemployment. Reserve funds are accumulated to finance possible 
strikes in the future. Often the union office serves as an employment bureau 
for the trade. Educational, social, and recreational activities are fostered. To 
sum up, the union organization is always available for any activities in which 
the interests of laborers collectively are involved. In several cases they have 
gone so far as to establish their own banking institutions. 

While some of these objectives are laudable, union members are c]uite as 
likely to be selfish as idealistic in seeking to improve tlicir lot. In this they do 
not differ from other human beings. Like employers, they object to competi¬ 
tion from their fellows; therefore, they often seek to obtain monopolies in 
their several occupations. And when they have monopoly power, they are 
just as likely to abuse it as are capitalistic monopolists. They frequently seek 
to better their own economic position at the expense of their fellows by mem¬ 
bership restrictions, by the exclusion of Negroes and other racial or religious 
groups from membership, and in other ways. So, while in the beginning 
unions were organized to protect the workers against intolerable abuses, as 
they have gained power they have often become in themselves abusive, so 
that society now sometimes needs protection against them. 

Collective Bargaining.—A single individual lacing his employer is at a 
very distinct disadvantage. He must compete with his fellow workmen for 
a job and, under the stress of that competition, he may drive a very bad bar¬ 
gain. His labor is perishable; every hour lost is lost ft)rever, and he must 
therefore work continuously, or the family income suffers. Unlike a com¬ 
modity such as wheat, labor power cannot be stored in the hope of a better 
future price. The worker also lacks knowledge of the market for his labor, 
and knows little of the conditions of the trade in which he seeks employ¬ 
ment. By membership in a labor organization these disadvantages are at least 
mitigated. Collective bargaining equalizes the power of the two parties to a 
labor contract by substituting a collective agreement for the individual con¬ 
tract. Through collective bargaining, competition for jobs is reduced, and 
union business experts represent the worker during the crucial period of 
negotiation. The feeble demands of individual workmen thus become strong, 
collective demands, backed by real economic power. The potential threat to 
injure an employer by a strike, or even political pressure, cannot be ignored. 
The right of collective bargaining is the very heart of the whole labc^r move¬ 
ment, for it is the medium through which all the plans for higher wages, 
shorter hours, and improved general conditions of employment are trans¬ 
lated into positive action. 

The Standard Wage .—Just as price-cutting can destroy a business enter¬ 
prise, wage-cutting can depress the workers’ income in a highly competitive 
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labor market. The answer of organized labor to this form of price competi¬ 
tion is the establishment of a uniform union wage scale. It is difficult to 
accomplish this uniformity in rates of pay, for every worker has a different 
capacity for efficiency in production, and the work to be done varies widely 
from job to job and from plant to plant. The union therefore tries to stand¬ 
ardize hours of work, individual outputs, and working conditions. Standard 
pay for standard work ranks at the very top of union objectives. And, of 
course, the aim is to make the standard wage in every case as high as the 
employers can be induced to pay. 

The advantages of standardization, from the viewpoint of organized 
labor, are obvious. Collective bargaining ncgotiati(jns can be conducted on 
an unambiguous basis. The masses of workers can lx: welded into a cohesive 
unity, for the welfare of each individual becomes inseparably merged with 
the welfare of the group. But a high price is paid for these gains; the area of 
competition and freedom of enterprise is much restricted. Men who cannot 
earn the standard rate must remain unemployed or force wage rates still 
lower in the shrinking number of unorganized industries. The more efficient 
man has less incentive to use his full powers, and management is handi¬ 
capped in adjlisting pay earned to output produced. Imperfect competition 
and monopoly are becoming established in the labor market in much the 
same way as they are in the commexhty markets, as described in Chapter III. 
With labor unions spreading in the mass production industries, controlled 
wages and controlled product prices are replacing the competitive prices of 
free markets. In the automobile industry, for example, collective bargaining 
negotiations bring together employer representatives of a highly concentrated 
industry and labor representatives of a single, giant industrial union, having 
a total membership of over one million workers. This trend may be both 
desirable and inevitable, but labor should recognize that it is following ex¬ 
actly the same techniques that it has bitterly opposed, over a long period of 
years, on the part of business enterprise. 

Job Security.—A third major category of labor objectives can be called job 
security. Seniority systems, union control over hiring and “firing,” and the 
dismissal wage are some of the devices used here. 

The number of trade agreements containing seniority provisions has been 
steadily increasing. Although a number of well-established seniority systems 
have been operating for years (namely, in the railroads), they are more com¬ 
mon in the recently organized mass-production industries, such as automo¬ 
biles, textiles, and steel. The principle of seniority is that employees with the 
longest service in a given firm or plant should be given preferment over 
newer employees, in matters of promotions, transfers, layoffs, and similar 
things important to the worker. The principle of seniority is defended as a 
means of protecting older workers from the competition of youth in industries 
in which speed and dexterity, rather than skill, are the principal requirements. 
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It also gives labor some protection against the impact of fluctuating produc¬ 
tion; for the longer period of service to the credit of an employee, the 
greater is his continuity of employment, and, in case of a short layoff, those 
with seniority are assured of reemployment at the earliest opportunity. It is 
argued against the system that it so handicaps the employer in weeding out 
his less efficient workers that, over a span of years, he may find himself over¬ 
burdened with older employees. It is also claimed that an employee so well 
protected lacks incentive to give his best effort to his job. Unhappy situations 
often face the union itself when a controversy over seniority requires a de¬ 
cision for one man against another. Returning army veterans created this 
problem on a wide scale after both world wars. 

Union control of hiring and discharge is illustrated in an extreme form in 
the brewing and clothing industries. Before the Labor Law of 1947, new 
employees in the brewing industry must be obtained from the union. Once 
employed, workers must be released in slack periods in reverse order of hir¬ 
ing. An employer in Chicago’s clothing industry must apply to the union’s 
employment exchange, and he was allowed to draw from the open market 
only if the union was unable to supply the kind of worker required. If the 
worker so obtained was retained for two weeks, he could not be discharged 
thereafter except for cause, as defined by an impartial chairman set up as 
a review official. Such extreme control is not general, but most union agree¬ 
ments with employers contain some check upon hiring and discharging. 

The dismissal wage has not been as common, but examples of it can be 
found in railroad, clothing, and newspaper labor organizations. It represents 
the most clear-cut expression of a growing feeling among workers that they 
have a sort of property right in their jobs. Over a span of years a man “in¬ 
vests” something in acquiring a skill, adapting himself to the requirements of 
a specific plant, adjusting his living to the locality (perhaps by buying a 
home), and generally fusing his economic existence with the firm for which 
he works. He believes that he has acquired rights that cannot justly be 
treated lightly, so he looks upon a dismissal wage as a form of indemnity for 
the infringement of those accumulated rights. The demand for a dismissal 
wage will unquestionably spread as organized labor gains in power. 

Limitation of Output.—The businessman who experiences wide variations 
in the readiness of the market to absorb his product turns towards every de¬ 
vice at his disposal to accomplish what he calls market stability. This is one 
of the pressures leading to collusive agreements and outright monopoly. Or¬ 
ganized labor has developed various policies designed to accomplish the same 
objective in the labor market—that is, to provide some measure of job se¬ 
curity. These policies aim toward direct limitation and regulation of output. 
The introduction of new machinery and new technology has been vigorously 
resisted by unions, on the ground that such dynamic changes not only reduce 
the number of hands needed in a given operation, but at the same time 
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reduce the level of skill required of the workers who are employed. The 
classic case is the fight of the glass blowers against the mechanization of 
their industry. The struggle over the introduction of the linotype machine 
in the printing industry is also well known. The latter dispute was finally 
settled by an agreement that the same standard rate should be paid to both 
hand and machine composers. Today union leaders realize the importance 
of technological progress in raising the standard of living; therefore the more 
far-seeing among them have changed their [lolicy in this matter. Now, in¬ 
stead of objecting to innovations, they are more likely to insist that they 
should have a voice in deciding when the new devices are to be introduced, 
the number of machines to be operated by one man, and the new scales of 
pay that are to prevail. However, this is still a restrictive control; and there 
are many other union policies designed to limit the performance of the indi¬ 
vidual worker. For example, in some localities a newspaper may use the 
matrices supplied by another office, but after publication the copy must be 
reset, proofread and corrected. In certain cities plumbers will not use factory 
assemblies without detaching and reassembling parts on the job. Union rules 
may require that brass, nickel, or other pipe must be prepared on the job. 
The ratio of apprentices to master workmen may be controlled, to retard the 
expansion of the available labor supply. Painters restrict the size of brush 
that may be used, and they frequently circumscribe the employers’ right to 
use the spraying method. Local unions may limit the number of bricks that 
can be loaded in a day, or the type of tools that can be used in spreading 
mortar on bricks. Rules such as these are frequently made at the local union 
level and apply only within the local’s jurisdiction. 

The reduction of efficiency by output limitation is a serious charge against 
labor organizations, but there is much to be said in labor’s defense. The 
economist, looking at what he calls long-run adjustments, tells the worker 
that only by increased output, the introduction of labor-saving devices, and 
generally increased efficiency can the standards of living of labor be improved. 
In the long run the demand for labor is not limited, and wage-earners share 
in the benefits of social progress brought about by dynamic changes in indus¬ 
try. The economist often forgets, however, that the worker lives in the short 
run and not the long run. The philosophy of limitation of output, in so far 
as the short-run period is concerned, is sound in many respects from the indi¬ 
vidual worker’s viewpoint. Maladjustments in industry, seasonal trades, and 
variations in the demand for a product lead to irregularity in the employment 
of labor, and by working slowly the individual job upon which the worker 
is engaged may be made to last longer. The introduction of new machinery 
involves the same problem. In the long run workers gain, but that is of little 
satisfaction to a skilled worker who is plunged to a low standard of living 
through the invention of a new device that permits an unskilled worker to 
take his place. It is unfair to ask one small group of workmen to bear the 
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full burden of achieving social progress. Industry must attack the basic prob¬ 
lem of fluctuating employment and the endangering of a worker’s economic 
position by dynamic industrial changes, if the limitation of output philosophy 
is to be banished from the worker’s mind. The limitation of output is not 
solely a problem of organized labor; the practice is widespread in unor¬ 
ganized industry. This fact indicates that the problem is not one of combat¬ 
ting a carefully calculated policy of a few union leaders, but it is a problem 
growing out of the individual workman’s instinctive reaction to the condi¬ 
tions under which he finds himself employed. If we are to expect labor to 
abandon the practice of limiting output, we must perfect social arrangements 
that will protect the worker in the security of a good job at fair wages. 

The Legality of Labor Organizations.—The modern labor movement had 
its origin in England, and it is therefore in that country that the legal battle 
over the right of labor to organize was fought out. Other countries, facing 
industrialization much later, relied largely on the precedents built up in Eng¬ 
land. At first labor organizations were considered illegal there. Unions were 
established primarily to permit labor to bargain collectively with employers 
for benefits that would perhaps not otherwise be obtained. This was inter¬ 
preted to be conspiracy on the part of the workers and therefore contrary to 
the common law. The courts declared all collective action on the part of 
wage-earners illegal. In the early part of the nineteenth century special 
legislation was passed outlawing labor organizations. By 1824 and 1825 
sentiment had begun to change and the restrictive laws were repealed. 
Gradually recognition was achieved, and by the latter part of the nineteenth 
century a series of laws was enacted declaring labor organizations legal and 
exempting them from the conspiracy charge under the common law. In 1901 
an unexpected court decision, later sustained by the highest court of appeals, 
the House of Lords, levied a damage of over 200,000 against the Amal¬ 
gamated Society of Railway Servants on the ground that their strike against 
the railroad had resulted in damage to railroad property. This decision cast 
a doubt upon the legality of labor organizations once more, since it would be 
impossible for labor organizations to guarantee the conduct of individual 
members. The result was the passage of the Trade Disputes Act of 1906, 
which provided that neither unions nor union leaders could be charged with 
liability for wrongful acts committed by individual members during a strike. 
The individuals committing the criminal acts were of course subject to prose¬ 
cution; their criminal liability remained unchanged. This act forms the cor¬ 
nerstone of the legality of modern labor organizations and has been subse¬ 
quently further developed. 

In the United States the precedent of England resulted in labor organiza¬ 
tions being considered legal piiictically from their beginning. There 
were a few adverse court decisions, but their influence has not been very 
great. In general the union was considered legal, and this has been true in 
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a broad sense down to the present day. Several states, however, have 
passed laws against the syndicalistic activity which has characterized the 
policy of a few radical labor organizations. The question of legality in the 
United States has dealt largely with the methods used by labor organizations 
rather than with the legality of the organizations themselves. Federal leg' 
islation in 1935 and 1947 definitely protects the right of labor to bargain 
collectively, but places certain limits on the activities of labor unions. This 
legislation will be described in Chapter IX. 

Employers’ Associations,—In addition to the development of integration 
in industry, making possible unity of action among employers, there have de¬ 
veloped associations of employers for the specific purpose of presenting a 
united front to organized labor, and resisting the growth of unionism. The 
structure of these organizations is quite similar to that of labor organizations. 
The local craft union has its counterpart in the local craft employers’ associa¬ 
tion, such as the Chicago Team Owners Association. The industrial union 
has as its parallel the industrial employers’ association, such as a local news¬ 
paper publishers’ association or an association of coal operators. There are 
also asssociations of employers in closely allied industries, such as the Na¬ 
tional Metal Trades Association. In many cases city, state, and national fed¬ 
erations of employers’ associations have been formed, just as we found in 
the case of labor organizations. The Chicago Employers’ Association, the 
Illinois Manufacturers’ Association, and the National Association of Manu¬ 
facturers furnish excellent illustrations. Employers’ associations in the build¬ 
ing trades also have local, state, and national federations. 

From a functional viewpoint employers’ associations are of two general 
types—businesslike conciliatory associations, and militant associations. The 
businesslike employers’ associations are formed primarily to bargain effec¬ 
tively and collectively with wage-earners in order to gain stability for the 
trade by establishing amicable industrial relations. They seek to protect the 
interests of employers, while recognizing at the same time the rights of the 
laborers. The best examples of such organizations are those in the building 
and printing trades. Some authorities would also include the coal operators 
association under this head. The militant type are often associations of the 
business type that have found through experience that the unions in their 
field did not live up to their agreements. They have therefore developed a 
very antagonistic attitude toward the unions. In other cases they are formed 
at the start for the specific purpose of killing the organized labor movement 
wherever possible. In many cases they are directed primarily at the demand 
of labor that only union men be employed in a plant. The metal trades 
associations and the National Association of Manufacturers have this 
militant attitude. Usually the employers’ associations are much less per¬ 
manent than are labor organizations; they are constantly being formed and 
disbanded. 
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The Philosophy of Employers’ Associations. —Professor Hoxie admirably 
summarized the underlying assump)tions, theory, and attitude of the em¬ 
ployers' associations, more particularly those of the militant type. They are: 
“That a natural harmony of interests prevails in society and therefore the 
unions are to be restrained when they use coercive methods; that the em¬ 
ployers’ interests are always identical with the interests of society and there¬ 
fore unionism is to be condemned whenever it interferes with their interests; 
that the interests of the worker and employer are harmonious, and therefore 
when the unions oppose the employer they are misled by unscrupulous lead¬ 
ers and are to be condemned; that the employer gives work to the laborers 
and therefore they are ungrateful and immoral and to be condemned when 
they combine to oppose him; that the employer has an absolute right to 
manage his own business to suit himself as against his workers, and therefore 
the unions are to be condemned when they interfere in any way with that 
right; that the business is his, an absolute property right, and to compel him 
to bargain with men collectively, instead of as individuals, is to compel him 
to deal with men not in his employ, with an irresponsible cornmitttee, and 
to assert a voice in the matters of hiring and discharge, the conditions of 
employment and a right to the job and the trade. . . ^ All this goes back 

to the basic nature of property rights. Employers’ ass(x:iations seek to carry 
the philosophy of laissez-faire in industry as far as possible in the face of 
a growing social conscience on the part of the general public. The trend 
towards more labor legislation, legalization of labor unions and their 
methods, increased government control of industry, and similar activ¬ 
ity, indicates a development which the employers believe to be unsatis¬ 
factory both to themselves and to society. In fairness to employers’ associa¬ 
tions we can say that recently there has been a growth of what is comparable 
to the uplift philosophy in labor unions. Many employers’ associations are 
cooperating wholeheartedly with the unions, and seeking by experiments 
and publicity to heal the breach in their respective industries. 


C. Industrial Conflict 

The Strike.—When an industrial dispute develops and amicable settle¬ 
ment is found impossible, industrial conflict or industrial war begins. iThe 
strongest single weapon the workers possess for such conflict is the stride. 
The strike is a collective cessation of work by wage-earners for the purpose 
of enforcing a demand made upon an employer. The demands may be 
defensive in nature in that the wage-earners may be seeking merely to main¬ 
tain existing conditions of employment that are being threatened, or the 
demands may be offensive in that an attempt is being made to improve upon 

•JRobert F. Hoxie, Trade Unionism in the United States (1920), pp. 195-196. 
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existing working conditions. The effectiveness of the strike depends on 
the ability of the union to cripple the employers business. The employer 
faces a heavy financial loss as a result of the overhead cost of the idle plant, 
and the slock of raw materials and semifinished goods on hand. He also 
faces the inability to meet contracts for delivery and the consequent loss of 
trade to competing firms during the period of shutdown. The first movement 
of the. employer must therefore be towards securing new employees if possible. 
Since this constitutes a threat against the strikers’ ability to recover their jobs 
after settlement of the dispute, the strikers devote most of their attention to 
the prevention of the use of new employees—strike-breakers or “scabs,” as 
they are called. Right here one finds the cause of most of the violence on 
the part of both employers and employees that frequently accompanies labor 
disputes. Sometimes, to aid the strikers, union workers in other industries 
are called out in a sympathetic stride, even though they may at the time have 
no grievance with their own employer. There is even the possibility of a 
general stride of all the trade unionists in a given area. The great strike in 
Seattle in 1919 and the strike in England during the spring of 1926 were both 
widespread enough to be called general strikes. The purpose of a general 
strike is to bring all forms of economic activity to a standstill. In 1937 there 
was an epidemic of the sit-down strike. Workers with grievances would 
simply fold their arms and refuse to leave the plant. This new technique 
proved to be an exceedingly effective weapon in preventing the employer 
from continuing production. There is a grave risk of damage to life and 
property if large numbers of individuals are forcibly evicted from a plant. 

(Compulsory labor is slavery; therefore individual wage-earners clearly 
have the right to t^uit work if they care to. Since this is the case, it would 
appear logical that a similar right must exist for wage-earners collectively. 
This reasoning, however, is really rather far from the point at issue. A strike 
is ncjt simply a man ejuitting work. The real element present is the effort to 
enforce a demand on the employer. A striker is not quitting work perma¬ 
nently; he expects to return and will resist to his full power any effort to 
prevent him from returning when he so desires. A strike is simply a con¬ 
certed effort to shut down a plant to enforce a demand. Should the demand 
be one directed towards the improvement of the workers’ condition rather 
than towards injuring directly the employer, the strike is generally considered 
legal by the courts. Strikes for shorter hours, higher wages, or better working 
conditions are almost always considered legal. On the other hand, strikes 
that take on the nature of combinations and threats directed against an em¬ 
ployer are often declared illegal. The underlying principle applied by the 
courts appears to have hinged upon the question of motive. 

The Labor Act of 1947 placed new limitations on the right to strike. That 
law designated the following labor practices as unfair and illegal: (i) strikes 
to enforce secondary boycotts; (2) jurisdictional strikes to compel an em- 
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ployer to help one union against another in a dispute between them as to 
which union shall have the exclusive right to do certain work; (3) strikes 
called prior to the waiting periods prescribed in the act for disputes falling 
within certain specified categories which are subject to a procedure of gov¬ 
ernment investigation established under the law. This last restriction will 
be examined in more detail in Chapter IX. The law also made it illegal for 
any employee of the United States, or any agency thereof, to participate in a 
strike against the government. 

There is a strong tendency of late to look with disfavor on strikes in pub¬ 
lic utilities, government services, and in all cases where nationwide disrup¬ 
tion of the economy is threatened. The legal status of the sit-down strike has 
not yet been definitely established, although practically all the federal and 
state courts have held that it is illegal and that an injunction ordering work¬ 
ers to evacuate the premises is proper. Several states have laws limiting sit- 
down strikes. 

Picketing.—We have said that the success of a strike depends on the 
ability of the workers to prevent others from being employed to take their 
jobs. Picketing is the attempt on the part of the strikers to prevent others 
from taking their places and to induce those who have not gone out on strike 
to cast their lot with the strikers. Usually representatives of the strikers are 
stationed at entrances of the plants involved. They carry banners stating their 
side of the case and try by persuasion to prevent new employees from keep¬ 
ing the plant in operation. Often this picketing degenerates into threats and 
violence for the purpose of intimidating workers remaining on or entering 
into active duty. 

The general position of the courts is that picketing is legal in labor dis¬ 
putes unless it involves violence or is carried on away from the scene of 
the dispute. Where the number of pickets used is so large that access to 
the place of business is made impossible, the legality is not clear. Injunctions 
have been issued under these conditions, and state police have been used, 
but at present there is no clear decision on the point by the Supreme Court. 
The practice of mass picketing has increased and some decision must be 
made as to its legality. 

The Boycott.—The boycott in industrial conflict refers to the refusal of 
wage-earners to have dealings with, or to patronize, a business organization 
against which organized labor has a grievance. There are several varieties 
of boycott: (i) refusal of workers to purchase the products of their employer; 
(2) the persuasion, by workers with a grievance, of other union men, and 
sometimes of the general public, to withhold patronage; (3) the persuasion 
or compelling of a third party to refrain from buying things of which the 
workers themselves are not purchasers—machinery, for example. This third 
party may be forced to withhold patronage by the threat of a boycott of 
his product (goods made by the machinery for instance) or by a threat to 
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call a strike in his own plant, should his plant be unionized. The first of 
these is sometimes called a primary boycott, and by some writers the second 
and third are included under the term secondary boycott. 

The first type of boycott is clearly legal. A worker can purchase where 
he likes and is under no obligation to purchase from his own employer if 
he docs not so desire. Secondary boycotts have frequently been declared il¬ 
legal in the past, and the Labor Act of 1947 specifically outlaws such boycotts 
in the area subject to federal jurisdiction. A court test will be necessary to 
clarify the scope of this restriction, for court decisions hitherto have not been 
clear as to the constitutionality of this kind of government intervention. 

The Union Label.—The union label is a device which seeks to stimulate 
the sale of products made by union labor by attaching an identifying mark 
of some sort. The label is supposed to signify that the commodity was made 
by union labor and that all union standards of employment, such as absence 
of child labor, sanitary conditions of work, union rates of pay, and similar 
matters, have been complied with. It is hoped that the |X)sition of the or¬ 
ganization is strengthened by permitting union leaders to point out to em¬ 
ployers that the union is stimulating purchases of goods. The practice of 
using a union label originated in the United States and has spread over 
almost the entire world. It is now one of the important policies of the Ameri¬ 
can Federation of Labor, but many doubt its value. Workmen, it is claimed, 
will buy where gcK)cls may be purchased at the lowest price rather than where 
goods are union made. The use of the label is legal; it is considered a quasi¬ 
trade mark. Many states have passed laws declaring the practice legal, and 
the United States Supreme Court has also agreed to its legality. 

The Closed Shop.—The primary function of labor organization we found 
to be the establishment of collective bargaining with employers. Bargaining 
strength is to a large degree dependent on the percentage of men in the 
plant or shop who are union men—that is, members of the organization. 
If very few employees of a shop are members of the union, it is difficult, if 
not impossible, to establish standard wage rates and standard working con¬ 
ditions through collective bargaining. Full bargaining power requires that 
nearly every man should be a member of the organization, so that a threat 
to strike is a threat to close down production completely. Labor organiza¬ 
tions therefore have demanded some form of closed shop, whereas an open 
shop is usually preferred by employers. An open shop is one in which both 
union and nonunion men are employed, working side by side, management 
supposedly making no distinction between them. A closed shop may be 
either of two different sorts—a closed shop with a closed union or a closed 
shop with an open union. The latter type is now known as a union shop. 
A closed shop with a closed union is one in which the employer can hire 
only men who are already members of the union; when he seeks new em¬ 
ployees he must choose them from the list of union men available that is 
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submitted to him by the union. A union shop permits the employer to hire 
anyone he pleases, but if a nonunion man is employed he must join the union 
within a stated or reasonable time, so that every employee will become a 
member. Sometimes there is used a midway form of closed shop, generally 
called a preferential union shop, in which the employer is bound to employ 
union men if they are available at the union wage, but if such men are not 
available he is privileged to seek other employees in the open market. 

Employers have been more opposed to the closed shop policy than to 
any other activity of organized labor. The closed shop, they claim, takes 
away the right of the nonunion man to seek employment and forces him, 
even against his will, to become a member of a labor organization. This 
is considered undemocratic and against the theory of liberty and freedom 
for which this country has always stoexi. Employers also object that they 
feel their hand is constantly being forced; the pressure of organized labor 
is continually applied to them. A closed shop thus interferes with the per¬ 
sonal liberty of the employer. He cannot manage his business in his own 
way and, since he believes that in every business enterprise the employer 
should be completely in charge, operating his own business as he secs fit, the 
efficiency of the enterprise is threatened. With the right to hire and “fire” 
limited, discipline is relaxed. A monopoly of labor is set up demanding a 
wage above the com^x:titive rate in the open market. As a result of restric¬ 
tions in union membership, the standardized minimum wage tends also to 
become the maximum, since the employer is unable to pay each man on the 
basis of his individual efficiency, and the wage rate in general tends to agree 
wnth that which the least capable wwker can earn. This has the effect of 
discouraging capable workers from exercising their full talents. Finally, em¬ 
ployers charge that the unions should sell their idea of unionization to the 
wage-earners first. If this is accomplished they will not need compulsion as 
a means of getting members. The railroad brotherhoods arc perhaps the 
strongest unions in the United States, and they developed under open-shop 
conditions. 

To these arguments in favor of the open shop and against the closed shop, 
organized labor makes a vigorous reply. It is claimed that the open shop 
in practice results in a new form of closed shop—a shop closed against the 
union. An open shop permits the employer to break up the labor organiza¬ 
tion if he so desires. Promotions, easy jobs, and other forms of favoritism 
can be offered nonunion men. In cases of layoff union men can be dis¬ 
charged first, and when rehiring is necessary, nonunion men may be given 
the preference. Gradually the shop becomes a nonunion shop, and employees 
who are members of labor organizations find it to their advantage to enter 
the nonunion ranks. The resulting breakdown in the union reduces the 
collective bargaining machinery to impotcncy, and the struggle for standard 
hours, rates of pay, and working conditions becomes a losing fight. Labor 
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leaders also point out that they are expected to enforce discipline over the 
members and to guarantee that all agreements that are made with employers 
will be carried out. This is impossible unless there exists some method 
of disciplining members, and the most important method of bringing a mem¬ 
ber into line is to threaten tlie security of his job. The closed shop enables 
the union leaders to make agreements and then assume the responsibility 
for their enforcement. The employer also gains under the closed shop by 
the elimination of cutthroat competition in his industry. Since all competing 
firms are placed in the same position in their relation to labor by the estab¬ 
lishment of the closed shop, a better esprit de corps is created, and the sta¬ 
bility given the industry gives an employer the assurance that he will be 
able to fulfill all contracts made with the general public. Lastly, organized 
labor has little sympathy with the nonunion man, for from its viewpoint he 
obtains all the advantages brought about by organized labor without himself 
contributing towards the costs of the campaign through which the gains 
were won. 

These conflicting arguments, combined with the fact that the charges 
of unfair practice made by both sides can be supported by evidence taken 
from the actual experience of industry, make it difficult to come to a definite 
conclusion as to the merits of the closed shop. Many responsible writers 
lx.*lieve firmly in the open shop and direct their attention towards devising 
methods to prevent the employer from taking unfair advantage of the oppor¬ 
tunities given him under such conditions. Certainly a union shop is not open 
to the charges of monopoly that can be levied against the closed shop with 
the closed union. The weight of authority seems to be in favor of the union 
shop. This form obtains the advantages sought by organized labor without 
the more serious disadvantages. 

The Labor Act of 1947 adopted this compromise position. Under its 
terms, closed shop ( with closed union) agreements are prohibited; but union 
shop agreements are permitted if a majority of the employees vote in favor 
of a union shop and the employer agrees to it. One-fourth of the states have 
legislation restricting or prohibiting various forms of the closed shop, and 
the federal law provides that in those states where the state law is more 
restrictive than the federal one, the state provisions shall apply. 

The Checkoff.—A number of union agreements contain provisions for the 
checkoff, which authorizes employers to deduct union dues and other assess¬ 
ments from the wages of union members. This arrangement has been used 
by both company and outside unions. Usually it is associated with the closed 
shop. In effect, it transforms the employer into a tax collecting agency for 
the union. Although the device has been used by many locals, the only 
major industries in which it is a prevailing practice are coal mining and 
hosiery manufacture. Under the Labor Act of 1947, union dues cannot be 
deducted from the pay of an employee unless he individually authorizes it 
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in writing. The intent of this is to restrain the use of the checkoff, but union 
pressure may make this restriction of little importance in practice. In the 
railroad industry the checkoff has been declared illegal under the Railway 
Labor Act of 1934, which forbids railroad employers to deduct dues from 
workers’ pay for either company or outside unions. 

Sabotage.—Another weapon which has been employed by labor on occa¬ 
sion may be described by the term sabotage. This comes from the French 
word sabot, a wooden shoe. Originally it referred to the dropping of such 
a shoe into the employer’s machinery to damage it, but it has since come 
to have a much wider meaning. It now covers a number of activities, rang¬ 
ing from “soldiering” (that is, deliberately slowing down) to malicious 
destruction of plant and equipment. Sabotage, as a means of industrial war¬ 
fare, finds its strongest advocates among revolutionary unions. The more 
conservative unions have not generally made much use of it. 

Employers’ Methods: The Discharge and the Lockout.—In his right to 
employ or discharge workmen as he sees fit, the employer has a very power¬ 
ful weapon for the control of labor in his plant. If an open-shop condition 
prevails, he can hire enough nonunion men to protect his shop from the 
influence of union control. He can also restrain his employees from active 
participation in union work by discharging on some pretext any individual 
whom he suspects of working actively in the union’s behalf. As we have 
just seen, it is with the thought of curbing this power possessed by the em¬ 
ployer, that the union has been so emphatic in its insistence that the closed 
shop is essential to the existence and development of organized labor. 

The formal act of the employer in forcing a demand on his employees 
is the lockout. A lockout is the act of closing a business enterprise by an 
employer for the purpose of enforcing a demand on the employees by caus¬ 
ing them to be thrown out of work. It is the employer’s counterpart of the 
strike. Both the strike and the lockout cause a stoppage in production, and 
the economic consequences are the same in both cases. 

The Blacklist—The blacklist is the employers’ answer to the boycott. 
The blacklist refers to the practice of individual employers and employers’ 
associations of maintaining a list of employees who have proved offensive 
by reason of their union activity. It is, in effect, a boycott of organized labor, 
especially of its leaders—^both officials and local organizers. Some indus¬ 
tries maintain elaborate records of employees both desirable and undesirable 
from the employer’s viewpoint. Many states have passed laws against the 
practice of blacklisting, but it is so difficult to obtain evidence that the laws 
have not proved very effective. The problem is especially difficult to handle 
because the employer has a right to know something about the man he hires 
or discharges, and under cover of securing this legal and justifiable informa¬ 
tion he can discriminate against the union man. Under the Labor Relations 
Act of 1935 such discrimination is now forbidden. 



THE BACKGROUND OF LABOR UNREST 183 

Yellow-dog Contracts.—As a protection against the growth of trade union 
influence, some employers have required a new employee to sign a contract 
stating that he is not a member of any labor union and that he will refrain 
from idining one during the period of his employment. These have been 
called “yellow'dog” contracts and have been bitterly fought by labor leaders. 
Several states have passed laws prohibiting employers from using such 
contracts, but with little effect. Decisions of the United States Supreme 
Court have held that an injunction can be issued against attempts to organize 
workers who have signed such agreements as a condition of employment.^^ 
These decisions legalized the yellow-dog contract, and gave the employer a 
powerful weapon in the form of the injunction. As will be noted below, 
the Norris Act of 1932 declared the yellow-dog contract to be contrary to 
public policy. The National Labor Relations Act of 1935 contained provisions 
outlawing such contracts by firms engaged in interstate commerce. 

The Company Union.—A device formerly used by a considerable number 
of employers to avoid dealing with outside unions was the company union. 
This was a union, organized under the sponsorship of the employer, which 
included in its membership only employees of the company in question. 
It had for its objectives the settlement of workers’ grievances on matters per¬ 
taining to wages, hours, and conditions of employment by amicable dealing 
with the employer. Since it was sponsored by the latter and often subsidized 
by him, it was usually noiimilitant in character, and worked by methods 
of peaceful conference rather than by strikes and other kinds of coercion. 
Organized labor has generally been opposed to unions of this kind because 
of their domination by management. Often these unions were associated 
with one of the variotis employee representation plans which will be de¬ 
scribed in the following chapter. Company unions have been practically 
outlawed by the National Labor Relations Act of 1935 (which will be dis¬ 
cussed in C.hapter IX), but some of them have survived as independent 
locals. There are many other locals, not affiliated with any of the large 
national organizations, that are not in any sense company unions. 

The Speed-up.—An employer weapon directly opposed to union policies 
of output restriction is the speed-up. It takes the form of increasing the 
speed of machinery, giving each worker more machinery to tend, paying 
incentive bonuses for large output, or hiring especially fast workers as “pace 
setters.” Sometimes the speed-up is introduced by the employer to frustrate 
union efforts to limit production; but on the other hand, the unions may 
adopt output limitations to defend themselves against the speed-up. There 
have been abuses on both sides here. What is needed is a reasonable willing¬ 
ness on both sides to accept a rate of speed that gives the employer an hon- 

“Sce Hitchman Coal and Coke Co. vs. Mitchell, 245 U. S. 229 (1917)- 
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est (lay’s work from his employees, without subjecting the latter to injurious 
strain. 

The Injunction.—The use by employers of the legal device known as the 
injunction, as a means of preventing strikers from interfering with the con¬ 
tinued operation of their plants during a strike, has aroused bitter opposi¬ 
tion on the part of organized labor. An injunction is an order of a court of 
equity restraining the performance of certain specified acts, thereby protect¬ 
ing the persons seeking the injunction from irreparable damage. When an 
individual disobeys the dictates of a court issuing an injunction, he is charge¬ 
able with contempt of court, and is subject to a penalty fixed by the judge 
without the privilege of trial by jury. As a device for the protection of prop¬ 
erty or person, it is admittedly a valuable part of our legal machinery and 
has long been successfully used. The carrying over of the principle into 
industrial relations is of questionable merit. The right of property protection 
has been interpreted by the courts to include the right of employers to access 
to markets, freedom in employing labor, freedom in purchasing necessary 
g(X)ds, and similar activity necessary to maintaining an enterprise as a going 
concern. In the famous Buck Stove and Range case, the writ issued by 
the court enjoined officials of the American Federation of Labor, (officials 
and members of affiliated unions, friends, sympathizers, counsels, conspira¬ 
tors, and co-conspirators, from referring in any way to the dispute between 
labor and management. It went so far as to enjoin anyone from referring 
directly or indirectly to the dispute by the printed, written, or spoken word. 
During the bituminous coal strike in 1919, Judge Anderson of the United 
States District Court at Indianapolis, issued an injunction requested by the 
Department of Justice, restraining the officials of the United Mine Workers 
of America from calling a strike and from distributing strike funds. 

The passage of the Clayton Antitrust Act in 1914 was thought to give 
protection to organized labor against unrestricted use of the injunction, since 
the law provided: (i) that labor was not a commodity or article of com¬ 
merce; (2) that labor organizations were not to be considered illegal com¬ 
binations or conspiracies subject to the federal antitrust laws; and (3) that 
preliminary injunctions were not to be served without notice to the opposing 
party, nor was a temporary restricting order tc; be issued without similar 
notice unless it was clearly evident that irreparable injury would result if 
immediate action was not taken. As interpreted by the courts after its pas¬ 
sage, the law failed to give the anticipated protection to organized labor. 
To correct this situation the Norris Act (Federal Anti-Injunction Law) was 
passed in 1932. This law provides that yellow-dog contracts are contrary to 
public policy. It forbids all subordinate federal courts to issue injunctions that 
enjoin individuals or groups from (a) ceasing or refusing to perform any 
work or to remain in any relation of employment, (b) becoming or remain¬ 
ing a member of any labor organization or of any employer association, 
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regardless of promises made in antiunion contracts, (c) paying, giving, or 
withholding strike or other benefit money, (d) assembling peaceably to act 
or to organize for the promotion of their interests in a labor dispute, and 
so on. Unions are liable for damages only upon clear proof of actual par¬ 
ticipation, actual authorization, or actual knowledge of actions of their mem¬ 
bers. Finally, the law contains many specific provisions relating to procedure, 
such as the right to the testimony of witnesses in open court, the right of 
appeal to a higher court, and the right of trial by jury in the usual case of 
contempt of court. Several states have since passed similar laws. The Su¬ 
preme (>ourt of the United States in 1938 declared the Norris Act constitu¬ 
tional. 

After the passage of the Norris Act, the higher courts limited their use 
of the injunction mostly to restrain physical violence in cases of mass picket¬ 
ing. However, the federal government, in exercising its authority over in¬ 
dustrial disputes, has claimed at least partial immunity from the Norris law s 
jurisdiction. In 1946 the federal authorities used the injunction successfully 
to restrain strike action by the United Mine Workers, arguing that the Norris 
Act did not limit the right of the government to protect the public welfare. 
Further relaxation of the restrictions contained in the Norris Act was em¬ 
bodied in the Labor Act of 1947, which authorized the National Labor Re¬ 
lations Board to demand injunctions to restrain certain labor practices desig¬ 
nated in the law as unfair. 'The importance of this new policy will depend 
on the manner in which the Board makes use of this jx)wer, and on the 
interpretation of the power made by the courts. 

The Conflict of Interests.—To the uninitiated, the problem of the proper 
relationship between capital and labor presents a rather perplexing picture. 
On the one extreme are those radicals, such as the Industrial Workers of the 
World, who declare that the interests of the employer and the employee 
are in direct conflict. They regard all the gains of the capitalist as unearned 
and the result of exploitation of the worker. At the other extreme are those 
who believe in the perfect harmony or solidarity of the present economic 
order. This group considers.capital and labor two halves of one unit, both 
of which are necessary and mutually dependent upon each other. Capital 
and labor are partners in the same enterprise with absolute mutuality of 
interests. The truth is that both groups are in part correct and in part wrong. 
There is a mutuality of interests between labor and capital. Without either, 
a business enterprise would cease to exist, and the more efficiently they work 
together, the greater the output and, consequently, the greater the income 
to be distributed between them. There is, however, a definite conflict of 
interests inherent in the fact that the income must he divided between them. 
Any increase in labor’s share, other things being ec|ual, must decrease the 
share that accrues to capital, and vice versa. This truth is often obscured by 
the rapid increase in the total national income, so that workers of a certain 
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class may be receiving a constantly smaller proportion of the total output 
and yet be receiving a constantly increasing share in an absolute sense. The 
problem shows itself most sharply in the employer’s view that wages are part 
of costs and must be kept as low as possible, just the same as the costs of 
raw material and machinery. The fundamental basis of conflict, then, is 
found in the division of the product. The harmony of interests rests in the 
fact that both labor and capital are essential to production under modern 
industrial organization, and that both groups draw their income from the 
same pool. The larger the pool the greater the possible income each may 
receive. 

To meet the conflict of interests, peaceful methods of settling disputes 
must be devised; and to carry out the harmony of interests, labor should 
join with capital in the management of industry. To these questions we 
must turn our attention in the next two chapters. However, labor must not 
be permitted to develop monopoly power beyond the reach of the law. Gov¬ 
ernment must take a more active part as a regulatory agent. 

Summary 

The labor movement developed out of the intolerable conditions of em¬ 
ployment that prevailed shortly after the Industrial Revolution. Evidences 
of industrial unrest in the contemporary world are found in prevailing high 
rates of labor turnover and in numerous strikes. The chief causes of labor 
unrest are the workers’ state of mind, inequality of wealth, unsatisfactory 
economic and social conditions, demands by labor for a voice in management, 
and the feeling that government is hostile to labor. 

To promote their interests more effectively, workers have organized 
themselves into unions which are permanent associations of wage-earners, 
having for their purpose the maintenance and improvement of the conditions 
of work. These unions may be classified according to structure as general 
unions, craft unions, and industrial unions. They may also be classified on 
the basis of function, as business unions, free or uplift unions, revolutionary 
unions, and predatory unions. They may also be differentiated as open 
unions (with unrestricted membership) and closed unions (restricted mem¬ 
bership). Membership in American labor organizations has fluctuated, but 
has increased markedly since 1933. There are two main federations of labor 
in this country, the American Federation of Labor (AFL), comprising mostly 
craft unions with conservative leanings, and the Congress of Industrial Or¬ 
ganizations (CIO), consisting chiefly of industrial unions with more militant 
policies. The objectives of labor unions are: (i) to establish collective bar¬ 
gaining; (2) to establish standard wage scales; and (3) to maximize job 
security. As a measure of job security, many unions limit the output of 
their members. Labor unions are now legal in this country. Employers 
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have associations roughly parallel to labor unions for purposes of dealing 
with the latter. 

The methods of industrial conflict employed by unions include: (i) the 
strike; (2) picketing; (3) the boycott; (4) the closed shop; (5) the checkoff; 
and sometimes (6) sabotage. Employers’ methods of conflict include: (i) 
the discharge; (2) the lockout; (3) the blacklist; (4) yellow-dog contracts 
(now illegal); (5) the speed-up; (6) formerly, the company union; and, 
finally, (7) the injunction (the use of which is now limited by law). The 
basic conflict of interests between labor and capital rests in the fact that 
there is a limited amount of product to be divided between them. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The origins of the labor union movement are developed by Sidney and Bea¬ 
trice Webb in their famous History oj Trade Unionism (1894). An American 
classic is R. F. Hoxie’s, Trade Unionism in the United States (1920). See also 
Selig Perlman’s, History of Trade Unionism (1922), and his Theory of the Labor 
Movement, (1928). J. A. Fitch, in Causes of Industrial Unrest (1924), gives an 
excellent analysis of that problem. Whiting Williams has studied unrest by living 
the life of a workman; he writes of his experiences in an interesting popular man¬ 
ner in What's on the Worker s Mind (1921), and Mainsprings of Men (1925). 

Florence Peterson, in a short volume entitled American Labor Unions (1945), 
gives a concise summary of the growth, structure, and functions of labor or¬ 
ganizations. Organized Labor, by H. A. Millis and R. E. Montgomery (1945), 
is an exhaustive presentation of the subject matter of this chapter, unusually rich 
in economic analysis. Richard A. Lester’s Economics of Labor (1941) is a laud¬ 
able attempt to give an analytical treatment of the labor field; it is easily the best 
general text available today. A comprehensive and standard text is C. R. 
Daugherty’s I^bor Problems in American Industry (1938). More recent is the 
book by E. FL, Cummins and F. T. De Vyer, The Labor Problem in the United 
States (1947). R. R. Brooks has written a somewhat popular interpretation, 
When Labor Organizes (1937). Harry Henig’s The Brotherhood of Railway 
Clerks is valuable as a careful study of the history and functioning of a 

very important and progressive union. 



CHAPTER VIII 


The Voluntary Approach to Industrial Peace 

A. The Settlement of Industrial Disputes 

Self-Regulation Versus State Regulation.—The disastrous effects of the 
great depression in the 1930's, and the even greater dislocations caused by 
the Second World War, have made the general public very conscious of 
the extent to which the government has come to permeate the whole Ameri¬ 
can economy. Government intervention in labor problems has been an im¬ 
portant part of this trend. A series of new federal laws now reaches out 
into almost every phase of employer-employee relationships. However, pri¬ 
vate industry has not left the problem of industrial relations entirely for the 
state to deal with. Most labor leaders and most employers are keenly aware 
of the heavy loss that attends open conflict, and they have therefore devel¬ 
oped machinery to improve industrial efficiency and to help preserve the 
peace. In the vast majority of cases, settlement of the points of friction and 
conflict that necessarily arise in normal plant operations is reached by volun¬ 
tary agreements. The radical union (or revolutionary union, to use Hoxie’s 
terminology) unquestionably makes use of the strike as a weapon for attack 
on capitalistic society. The infiltration of communistic leadership into cer¬ 
tain parts of organized labor has admittedly increased the use of this weapon 
for political purposes. But on the whole, the American labor movement 
remains conservative. Its unions, as business organizations, are primarily con¬ 
cerned with the goals of high wages and high standards of working condi¬ 
tions for the workingman. Many employers, on their part, not only cooperate 
with organized labor, but frequently experiment with new devices of their 
own for promoting improved labor-management relations. 

In the present chapter we shall consider these voluntary methods, taking 
up, in the first part, the voluntary settlement of industrial disputes, and,‘ in 
the second part, labor participation in management. Intervention by the 
political state will be reserved for consideration in Chapter IX. This separa¬ 
tion of voluntary methods from state activity presents some difficulties of 
consistency in organization. For example, government conciliation boards are 
established to encourage voluntary negotiation and agreement. But there 
is a real gain in clarity of thinking if we recognize self-regulation on the 
part of labor and management prior to an analysis of the role of gov¬ 
ernment. 
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Why Men Strike. —In the previous chapter we discussed the basic causes 
of industrial unrest and the primary objectives of organized labor. Industrial 
unrest comes to a head in the form of some specific demand by labor or 
capital, and a strike or lockout results if the parties to the dispute cannot 
come to terms. The most important specific demands which bring about 
the actual strike order may be grouped under seven classes. First, strikes for 
higher wages or against a reduction of the existing wage scale. Second, 
demands for shorter hours or, conversely, resistance against increases in the 
length of the existing working day. Third, demands for union recognition 
(which have become of late the primary cause). Fourth, attempts to protect 
advantages already won and threatened by the employer, such as collective 
bargaining and the closed shop. Fifth, demands growing out of unsatisfac¬ 
tory working conditions, such as methods of payment, transfer and discharge 
policy, promotion policy, and protection against accident. Sixth, the perplex¬ 
ing disputes growing out of the conflict of jurisdiction between different 
unions. The carpenters’ and metal workers’ unions fought a long jurisdic¬ 
tional battle when metal window frames were substituted for wood. New 
heating devices, such as steam and hot water heat, brought about a conflict 
of jurisdiction between steam-fitters and plumbers. And seventh, the de¬ 
mands of labor for some voice in the management and control of industry. 

It is often very difficult to discover just what the cause is behind any 
specific strike. A workman may be discharged, and the union threatens to 
strike unless he is reemployed. The employer may assert the man was in¬ 
efficient. On this basis a long strike may occur, and to the outsider it might 
look as if the efficiency of the discharged man was the issue, but to the dis¬ 
putants the real issue may be the union’s right to dictate to management 
concerning the discharge of men. This fundamental issue might never ap¬ 
pear on the surface, even after the strike was settled. This difference be¬ 
tween what appears to be the issue, and what really is the issue, detracts 
seriously from the usefulness of published hearings and decisions on labor 
disputes that are often offered as evidence of the problems industry faces. 
The real issue may never appear in the printed report. 

Methods of Settling Industrial Disputes. —The effort to substitute peace 
for war in the conduct of industrial relations has given rise to several dif¬ 
ferent forms of machinery for making amicable settlements. The five most 
widely used methcxls are direct negotiation, mediation, voluntary arbitra¬ 
tion, compulsory arbitration, and compulsory investigation. 

Direct negotiation (also called conciliation is the coming together of the 

^ Unfortunately, there is some ambiguity about the use of the term conciliation. It is some¬ 
times employed where mediation is meant. For instance, the so-called “Conciliation Service’* 
of the United States Department of Labor is really a mediation service. The definitions of con 
ciliation and mediation here adopted follow the usage of most of the standard treatises ant 
textbooks on labor problems. 
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disputants (organized labor and organized capital) for the purpose of dis¬ 
cussing the question at issue and reaching a settlement peacefully without 
the intervention of a third party. The parties to the dispute themselves initi¬ 
ate the meeting and draw up the terms of the settlement. 

Mediation is the tendering of good offices by some outside person or 
agency for the purpose of bringing the disputants together. If for some rea¬ 
son the disputants do not come together on their own initiative, a third party, 
such as some well-known individual or governmental agency, may attempt 
to bring the parties together and aid them in reaching a peaceful settlement 
through agreement. The third party, called the mediator, does not attempt 
to settle the dispute, but merely seeks to bring the warring factions together 
and create a conciliatory spirit that will permit the disputants themselves to 
work out a solution. 

Arbitration is the submission of an industrial dispute to a supposedly 
impartial third party for settlement. If the disputants of their own accord 
elect to submit the dispute to a third party, the procedure is known as volun¬ 
tary arbitration. If the disputants are compelled by governmental authority to 
submit their case to a designated third party, and the award made by the 
arbitrator must be accepted or a penalty suffered, the procedure is known as 
compulsory arbitration. 

Compulsory investigation is investigation of a labor dispute by a govern¬ 
mental agency to make findings of facts and merits in the controversy, with 
legal prohibition of a strike until after the investigation is completed. Some¬ 
times a settlement is recommended and given publicity; but this is not bind¬ 
ing upon either party, and once it has been tendered, a strike can be called 
or a lockout order issued with full legality. This procedure might better be 
called compulsory arbitration with optional acceptance of the award. 

These several methods of settlement may be divided into those volun¬ 
tary in nature and those depending on compulsion, but there will necessarily 
be some degree of overlapping between the two categories. The first group 
includes direct negotiation, voluntary arbitration, and mediation. The second 
group includes compulsory arbitration and compulsory investigation. Since 
compulsion involves state intervention, the latter two methods fall within 
the scope of the next chapter. 

Direct Negotiation and the Trade Agreement. —When the representatives 
of organized labor meet the representatives of organized capital in conference, 
the result of their collective bargaining is often a document known as the 
trade agreement. The trade agreement states wages, hours, and conditions 
of employment that are to prevail for an agreed period of time. At the ex¬ 
piration of that period another conference must be held and a new agree¬ 
ment made. By the Labor Act of 1947 the trade agreement has been given 
something of the status of a contract enforceable at law. It is the outward 
fruit of collective bargaining. 
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The procedure of drawing up a trade agreement is that of direct negoti¬ 
ation (conciliation). The provisions of the document formulated are usually 
a compromise between the demands made originally by each side. After the 
agreement has been signed, disputes in the trade are restricted to two kinds: 
c|uestions of interpretation of the agreement arising in its administration, and 
the broader question of creating a new agreement when the old one expires. 

Questions of interpretation may involve minor complaints of individual 
employees, or they may have broader implications applicable to a whole shop 
or plant. To care for individual grievances a system of shop union represent¬ 
atives is usually established. The workers in each division of a plant elect 
one of their number as union representative, and all these representatives as 
a group constitute a plant union committee. If an employee has a grievance, 
he notifies his union representative, and that representative takes the matter 
up with the foreman or other managerial official concerned in the case. In 
some unions (the building trades, for example) the shop representative must 
notify a union business agent and the latter really guides the negotiations. 
Thus it is the union representative (or business agent) who assumes respon¬ 
sibility for the run-of-the-mine individual cases of complaint. 

A common method for the settlement of major questions of interpreta¬ 
tion of the agreement is to include in the document provision for the creation 
of boards of conciliation. When a dispute arises, such a board is made up 
of an equal number of duly appointed representatives from each side. In 
some cases a permanent board is appointed to take care of differences as they 
may arise. The permanent board has the advantage of being ready when the 
dispute occurs. When a new conciliation board must be appointed each time 
a dispute arises, the excitement of the moment makes it difficult for an ami¬ 
cable spirit to function properly. Where a board is selected, each side should 
always be ecjually represented on it, and no attempt should be made to con¬ 
form to strictly legal or judicial procedure. In the rendering of the decision, 
a majority vote should not be sufficient, since it breeds dissatisfaction among 
the minority. Where both sides are well organized the vote will, of course, 
be either unanimous or split evenly, each party voting as a unit. 

Voluntary Arbitration. —Many trade agreements provide that if the con¬ 
ciliation boards fail to agree the dispute shall be submitted to an arbitrator 
or to a board of arbitration, both sides usually being bound in advance to 
accept the resulting decision. Sometimes a governmental agency may be 
called upon. Where a one-man arbitrator is selected, he should be an in¬ 
dividual possessing the esteem of both sides. Sometimes he is appointed 
directly—perhaps even named—in the trade agreement, while in other 
cases each side appoints one arbitrator and the two so selected appoint a 
third. The advantage of three men on an arbitration board is that it enables 
the use of representatives having a technical knowledge of the industry from 
the angle of both sides, as well as the viewpoint of three different men. The 
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disadvantage is that one man must finally decide if a mixed decision is given, 
and since the representative of labor and the representative of capital usually 
vote to support the claims of their own sides, the chairman usually casts the 
deciding vote. As in the case of boards of conciliation, a mixed decision is 
apt to breed dissatisfaction. This can be avoided in some cases by the rather 
unsatisfactory device of announcing the decision of the arbitration board as 
unanimous, regardless of the actual vote. The use of one man is usually con¬ 
ceded the most satisfactory. The technical knowledge of the industry neces¬ 
sary can be secured through the employment of experts from the ranks of the 
disputants. The term of service of an arbitrator or arbitration board should 
be short, to permit a change if loss of confidence takes place. Long terms, 
however, do have the advantage of giving the arbitrators experience in set¬ 
tling disputes and opportunity to acquire satisfactory knowledge of the indus¬ 
try. An excellent compromise sometimes tried is the appointment of the 
board for a term of one year, with reappointment as often as confidence is 
retained. 

The Nature and Kinds of Mediation. —There are many instances where 
the disputants find it difficult to come to an agreement unaided by outside 
help. This is especially true when a trade agreement expires and a new one 
is to be formed. Each side may publicly have taken a definite stand, and it 
may fear to retract, lest such retraction be taken as a sign of weakness. If 
the stands so taken are diametrically opposed, it becomes difficult to bring the 
disputants together. Frequently both sides would be willing to back down 
slightly from their published position, if at the same time their faces could be 
saved. Here the mediator has his great chance to tender his gcx)d offices in 
bringing the disputants together and helping smooth the way toward a settle¬ 
ment. The presence of the mediator also has the effect of notifying the dis¬ 
putants that other parties are interested in the solution of their problem. 

Two kinds of mediation are in more or less wide use. The first is what 
Professor Pigou has rather aptly called “the eminent outsider.” The advan¬ 
tage of such an individual as mediator is that it flatters the disputants with 
their importance and gives a prestige that is helpful to their discussions. The 
second method is that of governmental agencies, such as the setting up of 
mediation boards or the authorization of certain departments—for example, 
the English Ministry of Labor or the United States Department of Labor—to 
assume duties as a mediator. The governmental agency as mediator has the 
power and ability to come in early in a dispute. The governmental agency 
also possesses great financial resources and has a permanence that is a valu¬ 
able asset. 

Experience with Voluntary Methods. —Direct negotiation and voluntary 
arbitration have long been widely used in England, having first developed in 
the hosiery and glove-making industry and the building trades. Mediation 
by men prominent in public life has also been used extensively to settle im- 
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portant strikes. In the United States voluntary methods have not been so 
popular, although there are some examples of their success. The railroad 
brotherhoods have operated very successfully under a trade agreement for 
many years. The Interstate Joint Conference of miners and operators, the 
trade agreement adopted by a joint conference board of the Building Con¬ 
struction Employers’ Association and the Building Trades Council of Chi¬ 
cago in 1921, and the clothing-trade agreements have been reasonably suc¬ 
cessful. 

The Merits of Voluntary Methods. —Direct negotiation as a method of 
settling disputes has many decided advantages in its favor. It does not involve 
coercion, and therefore a good feeling can prevail. Since the parties to the dis¬ 
pute themselves settle their difficulties, the settlement is made by those who 
know the most about it—the participants. The one great disadvantage is its 
inability to cope with a dispute in which both sides have taken a position 
which they fear to surrender because of the danger that their action may be 
interpreted as a sign of lost strength. Direct negotiation is most successful 
where both sides are well organized. 

Voluntary arbitration can assume the burden of settlement when direct 
negotiation fails. By submitting the dispute to arbitration, both sides can 
accept without loss of prestige a decision that does not carry with it full vin¬ 
dication of their position publicly stated. Some authorities believe that there 
is a danger of breeding disputes under voluntary arbitration. Since the fear 
of open warfare is removed, the employers or the employees may present a 
demand with everything to gain and nothing to lose. This difficulty can be 
counteracted in part by the use of a penalty. Where the difference of opinion 
involved in the dispute is on a fundamental principle, such as recognition of 
the union, voluntary arbitration does not appear satisfactory. Direct negotia¬ 
tion is much better under such conditions. For disputes of less importance, 
voluntary arbitration offers a very effective way out of difficulties in interpre¬ 
ting a trade agreement. The effectiveness of voluntary methods depends to a 
considerable degree upon the complete acceptance, by management, of the 
union with which it must negotiate. Hostility breeds failure. 


B. Labor Participation in Management 

The Issue of Joint Control. —A well-developed program for the settlement 
of industrial disputes will go far toward the establishment of industrial peace. 
But this approach seems to imply the inevitability of conflicts between labor 
and capital; it places emphasis upon the settlement of a dispute after it arises 
rather than upon prevention, by removing the underlying causes of dispute. 
This reasoning has led to the conclusion that a spirit of cooperation, based 
on a mutuality of interests between labor and capital, can be established only 
if labor is given a partial voice in the control of industry. Demands by labor 
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for some form of representation in the management of industry have in re¬ 
cent years shown a strong tendency to supplant demands for higher wages, 
better working conditions, and similar common causes of friction between 
the two industrial classes. The extreme left wing of the labor movement 
demands the elimination of private enterprise as the only solution, while the 
public statements of many businessmen lead one to believe that this “all or 
nothing” philosophy is not confined to the radical segment of modern society. 
But the search for a compromise solution has engaged the sincere interest of 
many prominent labor and business leaders. We shall now turn our attention 
to some of the experimental moves in the direction of increased labor partici¬ 
pation in, and cooperation with, management. 

The Case For and Against Joint Control.—Those who oppose the demand 
of labor for a partial voice in the management of industry usually base their 
case on the argument that such a policy interferes with the right of a business¬ 
man to manage his business in his own way. They reason that ownership 
and risk-taking should carry with them the right to control and manage in¬ 
dustry. It is the capitalist-employer who bears the financial risk of business 
enterprise. To give a partial voice in management to labor, without labor at 
the same time sharing in financial responsibility, is considered a dangerous 
policy. It is also charged that divided responsibility is inefficient. “Too many 
cooks spoil the broth.” A capable individual, given complete responsibility, 
accomplishes efficiency in operation that is impossible with divided power. 

However, the case for joint control is strong. In the first place, the as¬ 
sumption that workers do not bear part of the risks of industry is false. A 
period of slack production means unemployment to the workers, and the 
complete failure of an enterprise means that the worker must seek permanent 
employment elsewhere. Enterprises aflected by seasonal variations quite gen¬ 
erally lay off their employees during the slack period. In other words, the 
workers bear part of the financial ris\ of the industry. If wages had to be 
paid continuously, regardless of the condition of the industry, just as-interest 
on bonds and other forms of indebtedness must be paid, then it could be truly 
said that workers did not share in the risk of industry. But the laying off of 
men for short periods of seasonal slump, or permanently when a change in 
the status of industrial enterprise takes place, really means that the manage¬ 
ment has shifted to the worker a heavy financial burden which the industry 
itself would otherwise be forced to assume. Laying off men during the sea¬ 
sonal slump, for example, is the practical equivalent of saying to the workers, 
“In order to cut expenses and reduce the financial loss to the owners of this 
business, we shall refrain from paying you part of our liquid assets as a wage 
until our economic position is improved.” In addition to the financial risk, 
workers also assume the risk of accident, occupational diseases, and similar 
risks of a personal nature. Secondly, there is the possibility that joint control 
will materially reduce the extent of labor “soldiering” and making the work 
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last as long as possible—a practice previously alluded to as leading to much 
waste and inefficiency. Most of these practices represent labor’s attempt to 
protect itself against forces which it cannot govern. Without a voice in man¬ 
agement, labor is helpless and finds such problems as continuity of employ¬ 
ment, hiring and discharging, completely outside its control. Thirdly, the 
power of organized labor will be more conservatively utilized if some re¬ 
sponsibility for the management of industry is placed upon the workers’ 
shoulders. There is nothing like responsibility for tempering one’s demands. 
If the leaders of organized labor have a part to play in the management of 
industry, it is highly probable that they will be more cautious in the demands 
they make and more thorough in their study of the problems facing the 
management, since responsibility for their actions must be assumed if man¬ 
agement recognizes their rights to a voice in control. Fourthly, many authori¬ 
ties believe that the talent of individual employees can be better made use of 
under a system of partial labor control. Through the shop organization 
workmen can make suggestions and exercise the ability they possess beyond 
the mere tending of a machine. And finally, unquestionably a better spirit 
of understanding will exist in industry if labor feels that it is a copartner and 
stands with capital at the helm of the business. For example, when a de¬ 
mand for higher wages is refused on the ground that the industry is in such 
a financial position that it would be impossible to pay the increased wage, 
the workers can accept the decision with much more confidence and mental 
satisfaction if they know that the decision was reached in the presence of, 
and with the consent of, their own representatives. 

Union-Management Cooperation.—In Chapter VII we noted that divers 
policies of output limitation have characterized the policies of organized 
labor. Labor leaders recognize the importance of maximum output, both as a 
direct source of funds for wage payments and as the road to higher standards 
of living; but, in specific situations, opposition to new mechanization, and 
the practice of limiting output, appear necessary to protect the jobs of the 
men immediately involved. The reasons given for this difference between 
broad expressions of philosophy and actual practices all trace back to distrust 
of management control. The logical answer to this economic dilemma is 
some form of joint labor-management responsibility. The most interesting 
experiment of this type is known as union-management cooperation. In its 
formal dress, ihe idea appears to have originated in the shops of the Baltirpore 
and Ohio Railroad. Railroad shopmen suggested, even before the strike of 
1922, that they be {>ermitted to cooperate with management in operating the 
shops. They finally obtained the consent of Daniel Willard, then president 
of the Baltimore and Ohio Railroad, and the experiment was begun in the 
Glenwood shops of that railroad in January, 1923. The unions retained a 
consulting engineer, Mr. Otto S. Beyer, to act as labor expert to cooperate 
with management in placing the shop on an efficient basis. The plan was 
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quickly extended over the entire railroad system, and was introduced into the 
Canadian National Railway System by the late Sir Henry Thornton. Later 
the Chicago and Northwestern Railroad and the Chesapeake and Ohio Rail¬ 
road were added to the list. The principles of union-management coopera¬ 
tion have been applied in several companies outside the railroad field. The 
most notable case is that of the agreement between the Rwky Mountain Fuel 
Company, of Denver, and the United Mine Workers of America. The plan 
adopted by Yeomans Brothers of Chicago is also of interest because that con¬ 
cern operates under a closed-shop agreement. 

The Principles of Union-Management Cooperation.—The theory of 
union-management cooperation may be stated in seven basic requirements. 
“These are: (i) full and cordial recognition of the standard unions as the 
properly accredited agents to represent railroad employees with management; 
(2) acceptance by management of the standard unions as helpful, necessary, 
and constructive in the conduct of the railroad industry; (3) development 
between unions and management of written agreements governing wages, 
working conditions, and the prompt and orderly adjustment of disputes; 
(4) systematic cooperation between unions and management for improved 
railroad service and elimination of waste; (5) stabilization of employment; 
(6) measuring, visualizing, and sharing fairly the gains of cooperation; (7) 
perfection of definite joint union-management administrative machinery to 
promote cociperativc effort.” ^ 

The machinery of cooperation is a committee composed of representatives 
of both sides built on the already existing union organization. The repre¬ 
sentatives of labor and capital meet in joint conference to consider such broad 
problems as job analysis, standardization, improving the quality of the work, 
the proper balancing of forces and work in the shops, the securing of new 
business for the railroad, and the stabilizing of employment. Committees 
meet locally in the shops and also in large “system” meetings. This plan does 
not eliminate the old union organization for the settlement of grievances and 
collective bargaining; it merely supplements that organization. In other 
words, it is not a method for the settlement of industrial disputes, but is a 
definite step towards the partial participation of labor in management. 

The Significance of Union-Management Cooperation.—The success of 
union-management cooperation may offer some hope for better industrial 
relations in the future. It represents a promise by labor to society that restric¬ 
tion of output and opposition to scientific management will be withdrawn, 
if organized labor is protected from abuses resulting therefrom by a voice in 
the management of industry. The unique experience of a union calling in 
an efficiency expert to eliminate waste and inefficiency from railroad car shops 

*Otto S. Beyer, Jr., *‘The Technique of Cooperation,** in Bulletin of the Taylor Society, 
February, 1926, p. 7. 
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possesses a significance that it is impossible to exaggerate. At the Atlantic City 
Convention of the American Federation of Labor in 1925 a resolution was 
passed, announcing the support of the union-management cooperation plan 
by the American Federation of Labor and recommending its spread to other 
industries. More recently (1940), President Philip Murray of the CIO gave 
his support to the movement, emphasizing, however, that the principles of 
unionism and collective bargaining must be clearly recognized by manage¬ 
ment prior to any agreement. The Second World War placed new force be¬ 
hind union-management cooperation, so that by April, 1942, about 500 plans 
had been put in operation.^ It would appear that here is a possible solution 
to some of the difficulties of industrial relations, which gives the desired 
efficiency from the employers’ viewpoint, and does not interfere with the 
principle of unionism held to be so important by labor. Labor can assume 
an obligation to increase production and efficiency. In place of a controversial 
habit of thought is substituted a cooperative habit of thought. Opposition 
to the plan can be overcome in specific cases by modification of procedure. 
Some such solution must be found if increasing membership in organized 
labor is to advance rather than impede dynamic progress in industrial tech¬ 
nology. 

Employer Experimentation. —The constant threat of work stoppage be¬ 
cause of industrial disputes, and the steady growth in power of organized 
labor, have caused many employers to experimetu with new forms of em¬ 
ployer-employee relationships on their own initiative. These employer ven¬ 
tures vary considerably in both plan of organization and objectives, but for 
convenience we can group them into two general categories: (1) employee 
representation plans and (2) earnings sharing plans. The first group includes 
shop committees, works councils, and company unions. The second group 
includes various forms of employee stock ownership and profit sharing. The 
distinctive characteristic of all these plans is that they use a single plant or 
enterprise as a focal point for employer-employee relations in each case. Even 
where the employer recognizes and accepts a labor union as representing his 
employees in connection with these plans, he attempts to establish a union 
that is parallel with his own organization, and that is concerned with opera¬ 
tions from his point of view, rather than from that of labor. It is for this 
reason that we consider all such ventures an employer approach; the primary 
interest of every employer is industrial peace within his own individual 
jurisdiction. 

The Shop Committee. —It was during, and just following, the First World 
War that the shop committee movement came into prominence. Its peak was 
reached in 1928 when the estimated total number of employee members 

" H. A. Millis and R. E. Montgomery, op, cit., p. 470. 
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reached 1,547,766; but by 1932 the number had declined to 1,263,194.'* The 
encouragement given to the movement by the National Industrial Recovery 
Act in 1933 revived interest in it, especially in several mass production indus¬ 
tries, such as meat packing, farm machinery, electrical products and the metal 
industries; so that by 1935 the estimated number of employees included in 
the committees reached 2,500,000/’ Since then the labor unions, especially the 
CIO, have successfully organized much of this area. 

Shop committees developed independently of labor unions, for the most 
part. In numerous cases they owe their very existence to attempts by em¬ 
ployers to meet the challenge of organized labor by accomplishing some of 
its objectives without union recognition. A shop committee differs from a 
labor union in that: (i) the unit is a shop or plant rather than a craft or 
industry; (2) employers as well as employees are usually represented; and 
(3) the initiative for establishing a plan usually comes from the employers 
rather than from the employees. When the arrangement is extended to in¬ 
clude an entire plant, it is called a wor\s council, and if the organization 
spreads over an industrial district, it is known as an industrial council. 

The purpose of shop committees (other than the questionable motive of 
establishing a substitute for labor unions) is to reduce industrial unrest in 
three ways: First, it creates machinery for the prevention of industrial dis¬ 
putes, by giving the workers a part in the formulation of management poli¬ 
cies that directly affect them, such as the right of discharge, promotions, 
working conditions, and wage payment systems. Second, it establishes ma¬ 
chinery for the peaceful settlement, through conciliation, of disputes that do 
arise. Third, it gives the worker a feeling that he is not merely an element of 
cost along with raw material and machinery, but is considered an important 
part of the plant organization. He is treated as a partner with the hope that 
cooperation and good feeling will be established. Such a plan has much in¬ 
herent merit, but defects have hampered its development. As already stated, 
the plans are usually instituted by the employer and he generally arranges 
that the organization of employees with which he deals be restricted to 
workers actually on the plant’s payroll. 

Shop Committees and Company Unions. —Frequently shop committees 
have been built on the foundation of company unions. Much of the con¬ 
troversy over the desirability of the committees (and of the co-partnership 
plans to be discussed later) has centered around these unions. In their 
favor, employers assert that: (i) local persons settle local disputes, and 
no one is in a better position to understand the circumstances and problems 
involved in a given industrial dispute than those who are on the ground 
and directly affected by it; (2) a close personal acquaintanceship is estab- 

* National Industrial Conference Board, Collective Bargaining Through Employee Repre¬ 
sentation (1933), p. 16. 

®Twentieth Century Fund, Labor and Government (1935), p. 79. 
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lished between the leaders of the men and the leaders of management; 
therefore, regardless of the seriousness of the dispute involved, the bitterness 
on both sides will be reduced, permitting negotiations to be conducted on an 
amicable, cooperative basis. If union leaders are brought in from the outside, 
their attitude is usually hostile or militant, and they find it difficult to assume 
a conciliatory point of view. The opposition to the company union commit¬ 
tees has come, as can be supposed, from organized labor. It has been charged 
that the union, being the creature of the employer, possesses little independ¬ 
ent power. The election of representatives can be controlled by management, 
making a democratic organization impossible. Committee men can be intimi¬ 
dated, for they may lose their jobs if they obstruct management plans, owing 
to the fact that they have no strong outside union to support them. The use 
of business experts brought in from the outside is prohibited, and the em¬ 
ployees do not secure the competent advice needed to guide them in present¬ 
ing their case. Should an actual conflict break out, there exists no strong 
union organization to support the strikers. In other words, the committees 
created become mere tools of the management because of the smallness of 
the unit on which their authority rests; the unit of organization is the com¬ 
pany itself. Not only may labor suflFer, but the employer himself may be 
affected, for he is not protected against wage cutting on the part of an unfair 
competitor. No one plant can fight individually the trade practice of an 
industry as a whole. 

The Future of Shop Committees. —The shop committee furnishes an ex¬ 
cellent method for interpreting and adjninistering a trade agreement. Both 
the employers and employees being represented on the committee, questions 
of interpretation and administration can easily be submitted to it and handled 
in a very satisfactory manner. The committees also recognize the worker’s 
interest in the plant and give him a chance to assist in management, even if 
in but a small, unpretentious way. The problems of the individual plant are 
settled by those who know them best—the workers and employers within 
that plant. Every enterprise has its own local conditions and problems, under¬ 
stood only by those directly engaged in the plant. The future of shop com¬ 
mittees seems to lie in the direction of the adoption of the shop committee 
system as a supplementary organization to the labor union. Organized labor 
generally supports the shop committee plan when accompanied by recogni¬ 
tion of the union on the part of the employer. Modern industry needs both 
methods, the one taking care of the broad problems of industry as a whole, 
and the other taking care of the immediate problems of the individual plant. 

The Nature of Profit Sharing. —Experiments with profit sharing were 
among the earliest attempts on the part of employers to gain the cooperation 
of their employees and to tie up their success with the success of the manage¬ 
ment. Profit sharing may be defined as rewarding an employee with a share 
in the profits of a business i?nterprise in addition to Jiis regular wages. Th? 
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share in the profits must be a payment in addition to the full market rate of 
wages paid in the locality in which the industry is situated. The practice of 
paying the workers a wage lower than the current wage level, and requiring 
them to depend on a share in the profits distributed to take up the difference, 
is not true profit sharing. If this is done, workers will drift to other plants 
where the regular wage is assured. The agreement must be definite, and 
must be stated prior to the distribution of the share; otherwise there is no 
incentive to increase the amount of effort put forth by the individual work¬ 
man. Since the primary purpose of profit sharing is to induce more efficiency 
and greater productivity on the part of the worker, obviously he must be 
notified of the plan in advance. The share of the profits should be large 
enough to attract the worker, for the possibility of a small gain would not be 
sufficient to induce him to put forth the effort the employer desires. Lastly, 
each plan must be constructed on the basis of the individual needs and pur¬ 
poses which brought it into being. If the employer desires to secure con¬ 
tinuity of employment as the result of his plan, the seniority feature must 
become the basic principle of the scheme he adopts. On the other hand, if 
the primary purpose is incentive to greater effort, then the plan must be based 
fundamentally on the productivity of the enterprise. In practically every case, 
profit sharing schemes are the outgrowth of the suggestions of the employer 
and are operated almost completely by the management, without much re¬ 
gard for the suggestions and desires of the employees. It is the businessman’s 
own attempt at the solution of industrial unrest. 

Types of Profit Sharing.—Of the various plans known as profit sharing, 
the three in most common use are direct or straight profit sharing, the pay¬ 
ment of bonuses, and the distribution of stock. Straight profit sharing is what 
generally passes as profit sharing in current economic literature. Its chief 
feature is the payment of cash at the end of an agreed fiscal period. All costs 
of production, interest on the invested capital, salaries of the management, 
and similar items are first deducted. The residue is considered net profits and 
is distributed between employers and employees on a previously agreed basis. 
The chief technical difficulty in this type of profit sharing is the fixing of the 
salary of management and the publicity of records it requires. Workers are 
often distrustful of management and unappreciative of the importance of its 
function, and they are at a loss to understand why the executives should ob¬ 
tain such apparently exorbitant salaries. On the other hand, to convince 
employees that the plan is above board and that the profits are as the man¬ 
agement states, the books of the corporation must be opened, and there is 
danger that information of the condition of the business will pass into the 
hands of competitors or banking institutions on which the industry depends 
for its financial needs. Of course, the mere increase or decrease in the profits 
paid annually to the employees in itself reveals much as to the financial suc¬ 
cess of the enterprise during the preceding year. 
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Bonus payments, strictly speaking, should not be considered profit shar¬ 
ing. They represent paternalistic gifts by the management to the employees. 
They are not based on a mutual participation plan, but on the grateful appre¬ 
ciation of management for the services rendered by their employees during a 
period of peace. Since they are paid usually without prior announcement, 
they can have little effect as an incentive except through the creation of a 
better basis for the future. Schemes for bonus payment generally take the 
form of periodic payments to the employees of a certain percentage of their 
wages, usually not predetermined or announced in advance. Sometimes the 
bonus payment becomes so regular that the workers come to look upon it as 
part of their pay and expect it regardless of the existence of an officially an¬ 
nounced policy. In many concerns, notably banks, the practice exists of pay¬ 
ing semiannually a bonus on salaries at a rate equal to the dividends declared 
on the stock. Thus, if the stock yielded six per cent dividends, the wage- 
earners would secure six per cent on their salaries. The payment of a bonus 
equal to the rate of dividend on stock has the merit that it makes the worker 
feel on a par with the capitalist, and also that the employee’s share is made 
to fluctuate automatically with the prosperity of the concern. Bonuses fre¬ 
quently arc paid at the Christmas period. 

The issuing of stcxrk to employees, either gratuitously or at a subscription 
rate below the current market value, has become one of the most common 
forms of profit sharing. Sometimes the distribution of stock is made in lieu 
of and equal to a distribution in cash; at other times the employees are given 
the privilege to subscribe for stock and pay for it in weekly installments over 
a period of years, the total payments being less than the market value of the 
stock at the time the distribution was made. The many schemes for stock 
distribution should perhaps not be classed as true profit sharing. They are 
often merely devices to reduce labor turnover, by making the right of par¬ 
ticipation equal u> the term of service with the enterprise. New employees 
(that is, those with less than six months’ service) customarily are not per¬ 
mitted to participate at all, and the longer the period of employment the 
greater the amount of participation, up to a definite fixed limit. When used 
in place of true profit sharing and bonus payment, the distribution of stock 
supposedly has the advantages of developing thrift on the part of the em¬ 
ployees, reducing labor turnover, and permitting the management to share 
the profits with the workers, without withdrawing the profits from the work¬ 
ing capital of the enterprise. Very few of the stock distribution plans now in 
operation have been carried to a point where the workers own enough of the 
securities to be a factor in the management of the industry. 

Experience with Profit Sharing. —Schemes for profit sharing seem to have 
originated in France. One of the earliest attempts that that of a house painter 
and decorator, Leclaire, in Paris. In order to stimulate interest in the business 
and thereby increase its efficiency, Leclaire announced in 1842 an elaborate 
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profit sharing plan. With many modifications this plan has been in continu¬ 
ous successful operation down to the present time. Profits are divided on an 
agreed basis among the managers, a mutual provident society (an insur¬ 
ance organization), and the employees. Capital receives an agreed fixed rate 
of interest. Other French experiments followed. British experience with profit 
sharing seems to have originated under the French influence. H. Briggs 
and Company made an attempt at profit sharing in 1865 in Whitwood 
coal mines, but the plan was abandoned after a decade of trial. The most suc¬ 
cessful British experiments have been the South Metropolitan Gas Company 
in 1889, and the Lever Brothers Company plan established in 1909 by Lord 
Leverhulme. The South Metropolitan Gas Company plan originally paid 
cash bonuses, but later introduced stock distribution instead. The plan today 
carries with it, also, a copartnership organization, and machinery for the set¬ 
tlement of industrial disputes. The Leverhulme plan provides for the issuance 
of partnership certificates which entitle the holder to share in profits. The 
number of certificates is limited, and the allotment is based on the recommen¬ 
dations of the officials, primarily the foremen. If the employee leaves the 
concern, the share is convertible into preferential certificates. 

In the United States one of the earliest, and certainly one of the most 
successful, experiments with profit sharing is that of the Nelson Manufactur¬ 
ing Company. Under the leadership of Mr. Nelson, this company adopted a 
profit sharing plan in 1884 which has continued in operation with rather 
marked success ever since. The plan originally provided for the announce¬ 
ment at the beginning of the year that net profits would be shared, after a 
commercial rate of interest on capital had been paid, by equal division among 
capital and wages and salaries of employees with six months’ employment 
or more behind them. The employees were to select an auditor to verify 
the computations. The employee had the privilege of leaving his share on 
deposit with the company. Later the plan was changed to provide for stock 
distribution. Following the panic of 1893, dividends were suspended for sev¬ 
eral years but later were resumed. Before any employee receives his stock 
certificate, he must have been with the company three years. If he leaves be¬ 
fore his three-year service is completed, he loses his accumulated dividend. 
Employees are forbidden to sell their stock certificates, but if they really need 
funds the company stands ready to repurchase them. 

Other American experiments fairly well known are those made by the 
Proctor and Gamble Soap Manufacturing Company, William Filene’s Sons 
Company (a Boston department store), and the Dennison Manufacturing 
Company. 

An Appraisal of Profit Sharing. —The supporters of profit sharing base 
their confidence on the belief that it will stimulate workers’ efforts and in¬ 
crease their efficiency by making their income depend on the profits earned 
by the enterprise in which they are employed^ Every workman beepme^ an 
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unofficial inspector, since high production, reduced waste, and similar mat¬ 
ters mean dollars and cents to him when the profits are distributed. It is 
claimed that a harmony of interests between employer and employee is 
created; both gain and lose together. The worker, therefore, has an interest 
in avoiding strikes and other types of friction in his relations with his em¬ 
ployer. Where the seniority feature is tied up with profit sharing, labor turn¬ 
over may be materially reduced, because the worker loses his share of profits 
if he fails to stay the year out. Also, since participation often depends on the 
number of years of service, there is strong inducement for the individual 
workman to cling to his job as long as possible. A final, less commendable 
motive behind profit sharing is the combating of union power. Many enter¬ 
prisers l)elieve that a system of profit sharing will force the individual worker 
to look to his employer for the improvement of his condition, rather than to 
his union, thus weakening the hold of the union over its members. 

The amount of profits earned by an enterprise depends largely on factors 
outside the workers’ control, and for which the workers are in no way re¬ 
sponsible. Changes in the demand for the product, mismanagement on the 
part of the officials, price level and business cycle movements, and similar 
economic factors have an important effect on the profits of industry, and yet 
are completely outside the workers’ control. It is difficult to make the worker 
give the best he has in him when he observes that the profits shared seem to 
fluctuate in a manner but little connected with the effort he puts forth. This 
brings out the most serious single defect in the theory of profit sharing, the 
failure to connect individual effort with individual reward. Not only is the 
worker’s individual effort nullified, but the slacker is rewarded equally with 
the conscientious man. Unless workers can see direct connection between 
individual effort and individual reward, it is difficult to get the results profit 
sharing seeks to attain. It is primarily for this reason that present-day busi¬ 
ness executives arc turning towards incentive wage systems and away from 
profit sharing in their effort to increase the efficiency of labor. A second de¬ 
fect is the limitation placed on the mobility of labor, since the employee suf¬ 
fers a loss if he seeks employment elsewhere. This limitation means that 
the bargaining power of the worker for wages is considerably reduced. He is 
induced to refuse jobs offered elsewhere paying a little higher wages and not 
to insist on higher wages where he is employed, but to put his faith in larger 
profits instead. The lack of business knowledge and the suspicion of 
the “white collar” man, the accountant, salesman, advertising man, etc., on the 
part of laborers, hamper the successful operation of profit sharing unless the 
profits are exceptionally large. Lastly, the difficulty of sharing loss, when bad 
times face the concern, has resulted in the breakdown of many profit sharing 
plans. Some of the most effective plans provide for loss bearing by placing 
in a separate fund a percentage of profits, out of which losses can be met 
during dull times. 
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Both profit sharing and the less elaborate forms of employee stock pur¬ 
chasing have failed to stand the test of time. Experience with various 
schemes, covering almost a century and spread over most of western Europe 
and the United States, has resulted almost universally in failure. Many plans 
function successfully for a short period under sincere and able leadership, but 
later break down. A few outstanding successes have been made, but, broadly 
speaking, profit sharing has not proved a permanent institution looking 
towards the betterment of industrial relations. Contention rather than co¬ 
operation often develops. The workman is skeptical of the salaries paid to 
management, of the dividends on stock, and he is constantly looking for the 
“joker”—some ulterior motive which he thinks the management must have 
in mind. Employee stock purchase plans have had the same unsuccessful his¬ 
tory. Very few of the numerous plans enthusiastically established in the 
twenties were able to survive the depression years, and the losses of workers’ 
savings through stock price declines had unfavorable results on plant morale. 

The idea of profit sharing apparently will work more successfully where 
the plant in which it is installed is small. Where the number of employees is 
large it is very likely to break down. Much depends on the personality and 
sincerity of the leadership under which it is instituted. Businessmen such as 
Mr. Nelson and Lord Leverhulme would probably operate successfully almost 
any plan installed. Their success is to be attributed more to their own ability 
than to the inherent merits of profit sharing systems. Profit sharing does not 
act as a substitute for the wage system; for this reason it has never gained the 
support of organized labor. Since new plans are constantly being tried out 
by sincere and able businessmen, the movement should be well understood by 
the student. But in modern industry, with its mass production, highly inte¬ 
grated business organization, and powerful labor unions on an industry-wide 
basis, industrial peace cannot be realized on a broad scale by the individual 
firm approach. 

Summary 

Labor and business leaders, being aware of the heavy economic loss that 
attends industrial conflict, have developed machinery for the settlement of 
disputes and for giving labor some voice in management. Voluntary settle¬ 
ment of disputes prevents strikes in the vast majority of cases. These methods 
include direct negotiation (conciliation), mediation, and voluntary arbitra¬ 
tion. Direct negotiation is the coming together of disputants on their own 
initiative, for the purpose of reaching a settlement by discussion and give-and- 
take. The results oTthis collective bargaining are usually incorporated in a 
written trade agreement. Once the agreement is signed, disputes are restricted 
to interpretations of the agreement until it expires. Minor questions of inter¬ 
pretation are usually settled by negotiation through a shop union representa¬ 
tive and the appropriate management official. The shop union representative 
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is elected by the employees from among their own number. All the repre¬ 
sentatives so elected within a plant constitute a shop committee. Sometimes a 
business agent of the union guides negotiations. Major questions of interpre¬ 
tation are usually settled by a board of conciliation provided for in the trade 
agreement. If this board fails to agree, the case can voluntarily be submitted 
to arbitration. Arbitration machinery is authorized in many trade agree¬ 
ments. Provision is made cither for an impartial chairman or for submission 
of the dispute to some designated government agency. When disputants are 
unable to get together for negotiation, a mediator may tender his good offices 
to help smooth the pathway of settlement. Mediation has the advantage of 
bringing the parties together without loss of prestige by either side. All 
voluntary methods of settlement have the advantages of settlement without 
coercion; thus they assist in the establishment of gcK)d feeling in the industry. 

To establish industrial peace requires not only a plan for the settlement 
of industrial disputes, but also some satisfaction of labor’s demand for a par¬ 
tial voice in the management of industry. Opponents of the latter principle 
agree that the capitalist-employer takes the risk and should have full responsi¬ 
bility for control. Those favoring some joint control argue that labor also 
takes risks (even financial) in industry, and that plant efficiency is increased 
by gaining the cooperation of the workers. An interesting form of joint re¬ 
sponsibility is union-management cooperation, which is built on recognition 
of the union and is primarily directed toward reducing the policies of output 
limitation practiced by many labor unions. Employers have experimented 
with sharing the management function partly with their employees, usually 
independently of, if not directly in opposition to, organized labor. These 
employer plans are of two general types: (i) employee representation plans; 
and (2) earnings sharing plans. The first group include shop committees, 
works councils, and company unions. The second group includes various 
forms of employee stock ownership and profit sharing. Organized labor 
has looked with disfavor on all forms of profit sharing, because they focus 
the interest of the worker on a single plant rather than on the industry or 
on organized labor as a collective movement. Most experiments along these 
lines have failed. The few successes can be attributed to the unusual ability 
and sincerity of the enterprisers behind them. There appears to be little 
hope for progress in this direction for the future, but new plans are continu¬ 
ally being tried. 
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The State’s Part in Labor Problems 


A. Control of the Conditions of Employment 

The Reasons for Government Intervention. —Experience with laissez-faire 
early taught the lesson that the worker was unable to protect himself from 
mistreatment and exploitation under the new industrialism that developed 
out of the Industrial Revolution. Unscrupulous employers were left free to 
tyrannize their employees, and the hazards of industry were multiplied as 
the development of the machine process progressed. As a consequence, the 
state found it necessary to intervene for the protection of the worker in 
industry. It did so with legislation, often known as labor legislation, to 
control the conditions of employment. This includes control over minimum 
wages, hours of employment, health, safety, and protection from insecurity. 
The magnitude of this last problem (social security) demands separate treat¬ 
ment, so it will be the subject of Chapter XL We shall here restrict our 
attention to those general aspects of employment conditions that fall outside 
the field of social security. 

Legislation controlling conditions of employment not only protects the 
worker, but also protects employers with high social standards from the 
unfair competition and low standards of their less public-spirited competitors. 
A textile manufacturer may honestly desire to maintain working conditions 
in his plant at a very high level, but the imperative denaands of competition 
may force him to abandon his ideal in practice. The morality of the enter¬ 
priser with the lowest standards tends to become the standard of the group. 
Labor legislation controlling conditions of employment has the effect of 
equalizing somewhat the competition between business enterprisers. 

The Police Power. —By judicial interpretation, our government has been 
given authority (not specified in the Constitution) to protect the health, 
morals, safety, and general welfare of its citizens, under what is known as 
the police power. It is primarily vested in and used by the state governments, 
but the courts have decided that similar power is possessed by the federal 
government in respect to those activities over which the Constitution gives 
it specific control. To some extent the police power comes in conflict with 
those clauses of the federal Constitution that guarantee individual liberty and 
private property, for the exercise of the power inevitably affects the personal 
and property rights of certain citizens. For instance, the condemnation of a 
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factory building, on the ground that it is unsafe and a public menace, is 
equivalent to confiscation because the owner of the building suffers a serious 
financial loss. On the other hand, the power is society’s means of protecting 
its members against the abusive exercise by individuals of their constitutional 
rights. It prevents the latter from using their property rights, in such cases 
as the one just cited, so as to endanger the lives of others. Just how far the 
state and federal governments may limit or alter the individual rights of 
liberty and property depends on the willingness of the courts to extend the 
scope of the police power. Fortunately, the courts have been willing to 
expand the scope as, in their opinion, changing conditions seem to warrant. 
The general rule followed seems to be that the use of the power will be 
declared constitutional whenever the acts of the legislative bodies in question 
are considered reasonable and necessary. 

The police power is of major importance because it furnishes the legal 
authority for much of the economic and social legislation that has been 
enacted. Examples of the use of the power by state governments are such 
laws as those relating to compulsory education, continuation schools, public 
health and sanitation, factory inspection, the use of safety appliances, build¬ 
ing inspection, and the control of intrastate common carriers. Typical of 
the federal government’s use of the power are federal laws compelling the 
use of railroad safety devices, maintaining the purity of foods and drugs, 
suppressing the white-slave traffic, inspecting meats, regulating the manu¬ 
facture of phosphorous matches, and the fixing of warehouse and grain 
standards. Government protection of women and children in industry, and 
laws establishing minimum wages, fixing hours, and regulating other con¬ 
ditions of employment have relied heavily on the police power for justifica¬ 
tion before the courts. The power placed in the hands of the Supreme Court 
of the United States as final arbiter of the extent of the police power is almost 
unlimited. It follows that the rate of progress in advancing government 
protection to workers depends upon the will of that court. While many 
critics believe the jurists should adopt a more progressive policy than has 
been followed in the past, there is much to be said for the exercise of caution 
before new extensions of the police power are made. Its unrestricted use 
would have the effect of completely nullifying the protective sections of the 
Constitution. 

The Problem of Jurisdiction, —The United States is a federation of forty- 
eight sovereign states, operating under a written constitution. There is, con¬ 
sequently, a division of powers between the individual states and the fed¬ 
eral government. The federal government possesses only those powers ex¬ 
pressly granted or implied in the Constitution. All residual powers remain 
in the hands of the state governments. This division of authority gives rise 
to awkward problems of jurisdiction, as well as to unfortunate diversity in 
the standards of the several states. With the police power vested primarily 
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in the states, it was inevitable that standards of labor legislation would vary 
widely from state to state. Decisions of state supreme courts have added to 
the confusion by failing to agree on the constitutionality of certain types of 
labor legislation. Some states have clauses specifically restricting the scope 
of labor legislation written into their constitutions. 

It has been difficult for the federal government to act as a unifying force 
here. However, among the specific powers granted to it by the Constitution, 
it has the power to tax and to regulate interstate commerce. It also has the 
implied power to spend money in the interest of the general welfare. By for¬ 
mal use of these powers it has been possible to win court approval of the 
present array of labor laws on the federal statute books. Powerful obstacles 
have had to be overcome, but one can now hope that a consistent and uni¬ 
form national labor policy is in process of formulation. 

Sweatshop Control. —In many industries, where division of labor has 
been carried to great lengths and only simple machinery is required, the 
sweatshop system has come into existence. The irregularity of the demand 
for products of a seasonal nature has also contributed toward its growth. 
The system is one in which the employees—usually of an ignorant type—are 
both overworked and underpaid. In the large industrial centers very old 
persons, women, and children (especially from immigrant families) are em¬ 
ployed at simple tasks for long hours, under unsanitary conditions and at 
extremely low rates of pay. The work is cither taken home in small bundles 
to be finished, or it is given out in larger quantities to contractors who oper¬ 
ate small shops in tenement or dwelling houses. Frequently all the members 
of a family engage in the work, using as a workshop the rooms in which 
they live and sleep. 

The work of sweatshops is difficult to regulate, because it takes place in 
the homes of the workers. In the United States a system of licensing these 
shops has been tried. Contractors are required to obtain licenses for their 
premises, and the issuance of the license depends on the fulfillment of cer¬ 
tain sanitary and healthful regulations. Constant inspection by government 
agents is necessary under this system. Contractors permitting work to be 
done in unlicensed premises are themselves held responsible. The weakness 
of the licensing system is that only conditions of employment are regulated. 
The broader questions of low wages and long hours remain untouched. The 
National Recovery Act in 1933 brought a decline in sweatshop work, in that 
97 of the codes approved under it contained provisions regulating the prac¬ 
tice.^ With the demise of the National Recovery Administration, an increase 
in sweatshop work was noted, because control was thrown back to the states. 
One effective method of attack is the inclusion of preventive rules in trade 
agreements. The Amalgamated Clothing Workers and the International 

^ H. A. Millis and R. E. Montgomery, Labor s Progress and Some Basic luihor Problems 
(1938), p. 400. 
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Ladies’ Garment Workers have succeeded to some extent in eradicating the 
sweatshop system in the clothing trades by this means, but effective solution 
of the problem of exploitation awaits improved state legislation under the 
police power. The federal government can do little for the present. 

Minimum Wage Laws.—One of the outgrowths of attempts to ameliorate 
the evils of the sweating system has been minimum wage legislation. The 
purpose of a minimum wage law is not to control or determine wages in 
general," but to prohibit the employment of anyone at a wage below an 
amount necessary to maintain a minimum standard of living. These laws 
either state definitely the wage considered to be a minimum, or they leave 
the determination of that wage to an administrative commission. The latter 
plan is by far the best because changing economic conditions, such as vari¬ 
ations in the price level, make it necessary to vary the wage rate frequently 
if the intent of the law, to just cover minimum living costs, is to be carried 
out. 

Economists are not in agreement as to the merits and advisability of 
minimum wage laws. The case for such laws may be summarized in four 
general arguments. In the first place, the laws prevent unscrupulous em¬ 
ployers from exploiting ignorant persons who possess very little bargaining 
power. Secondly, the competition of the lower strata of workers with the 
upper grades is eliminated, thus tending to prevent the depressing of wages. 
In the third place, the productivity of industry is increased, by forcing em¬ 
ployers to use the most efficient production methods and the most modern 
equipment, in order to enable employees to earn the living wage. At the 
same time, the worker is stimulated to increase his efficiency in order to 
hold his job. Finally, employers with high standards are protected against 
underselling by competitors with low standards. Critics of the minimum 
wage assert that it is impossible for a group of men to control the wages 
of labor by law. Wages depend on the supply and demand of labor, and 
can never be greater than the productivity of the individual workers con¬ 
cerned. It is also asserted that the burden placed on sexiety will be heavy, 
for persons unable to earn the living wage will not be employed at all, and 
will, consequently, become charges of the state. The earning of a small wage 
is considered preferable to idleness and living on charity. 

There is nothing basically wrong with minimum wage laws, provided 
they are wisely framed and applied. It is perfectly feasible to fix a minimum 
wage and forbid employment below that figure. Some industries that can¬ 
not profitably pay the wage fixed may be forced out of business, perhaps; 
but if they cannot pay a living wage they had better be dispensed with— 
they are industrial parasites. Industries that can pay a living wage should, 
if necessary, be forced to do so. The difficulties to be encountered are rather 

®In this connection compare the argument of Chapter XXIII, Section C. 
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those of practical operation. The complexity of the wage system in modern 
industry makes the problem of administration serious. However, if the wage 
limit is fixed at the very lowest minimum, the risk is slight. 

Experience with Minimum Wage Legislation.—The first real experiment 
with minimum wage legislation was that of the state of Victoria in Aus¬ 
tralia, in 1892. In 1909 the British adopted similar legislation, which now 
covers several million wage-earners. During and following the First World 
War, the idea spread to many other countries. In some instances the laws 
covered only homework (e.g. Switzerland, Austria, Czechoslovakia, Argen¬ 
tina) while in other cases the coverage was very general (e.g. Hungary, 
Portugal, Soviet Russia, Italy, South Africa).^ Canada has experimented 
extensively. The provincial laws vary widely: Alberta’s minimum wage reg¬ 
ulation is restricted to female labor, while Ontario’s includes a large number 
of men. In 1935 a Dominion Minimum Wage Act was passed, authorizing 
machinery for establishing minimum wage rates in specified trades. 

In the United States, prior to the National Recovery Act, minimum wage 
laws were restricted almost entirely to women and children. The first state 
law was passed in Massachusetts in 1912. This act, however, did not confer 
mandatory powers but depended largely on public opinion for its enforce¬ 
ment. Other states followed suit during the next decade, and in 1918 Con¬ 
gress enacted a law for the District of Columbia. Court decisions on these 
laws were conflicting and their constitutionality was clouded in doubt. In 
1923 the Supreme Court decided that the District of Columbia act was un¬ 
constitutional, declaring it to be an unreasonable interference with the indi¬ 
vidual’s right of freedom of contract. This untimely decision placed all state 
laws in jeopardy. In 1936 the Supreme Court added to this uncertainty by 
sustaining the New York courts in declaring that state’s law invalid. How¬ 
ever, the Court swept all preceding cases aside in IQ37 and clearly held that 
states could, as a legitimate exercise of the police power, fix minimum wages 
for women and children.^ 

Federal experience with wage control began with the National Recovery 
Act. For the two-year period in which this act was in force, wage control 
was a part of the codes approved by the National Recovery Administration. 
This reached over twenty-two million workers,® The basic idea was that the 
upholding of wage rates would help recovery by maintaining, and perhaps 
increasing, the nation’s purchasing power. The minimum wage varied from 
code to code because each code was the result of negotiation and agreement, 
subject to government approval. The highest minimum rate for unskilled 

* Material on foreign experience is drawn largely from the excellent concise summary given 
in pp. 295-301 of Millis and Montgomery, op. cit. 

* West Coast Hotel Co. v. Parrish, 300 U.S. 379. 

“Millis and Montgomery, op. at., p. 356. 
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male workers rarely exceeded 40 cents an hour, and in half the codes it fell 
between 30 and 40 cents/’ 

The Fair Labor Standards Act of 1938. —In 1938 Congress passed the 
Fair Labor Standards Act, popularly known as the Wage and Hour Law, 
which firmly established minimum wage control as a federal policy. This 
law set a “ceiling” on hours (to be described below) and a “floor” on wages 
for industries engaged in interstate commerce. Agricultural workers and a 
few other groups are exempt from these restrictions, but the coverage of 
the act is broad. It established minimum wages at 25 cents an hour for the 
first year and 30 cents thereafter until the seventh year, by which time a floor 
of 40 cents was to be in elTect. Considerable flexibility was provided by the 
establishment of a Wage-Flour Administrator in the Department of Labor. 
It is his function to examine wages and hours in all industries in interstate 
commerce, and to determine where and when minimum wages should be 
flexed upward and maximum hours downward. To assist in this work, the 
establishment of some 730 boards, representing industry, labor and consum¬ 
ers, was authorized. Factors to be considered by the boards in making their 
recommendations include local economic conditions, comparative transpor¬ 
tation costs, and the size of the units in the industry. To collect pay awarded 
by the boards, employees can sue employers in federal courts, and violations 
of the law subject an employer to heavy penalties. Employers can, however, 
apply for a review of their case in the federal courts. 

The Fair Labor Standards Act shows clear evidence of the experience 
obtained under the National Recovery Act. The organization of the boards 
resembles that of the code authorities, and the 40 cent minimum shows the 
influence of rates fixed under the codes. The administrator is not permitted 
to discriminate between different regions of the nation, but within that limi¬ 
tation he has considerable freedom of action. Pressure to raise the 40 cent 
limit has been strong, but at present writing (1947) all such attempts have 
failed. While the law is ostensibly designed merely to fix the limits below 
which wages (and beyond which hours) cannot go, it can well become an 
entering wedge for extensive federal regulation of wage rates. 

Wartime Wage Control. —Some insight into the future possibilities of 
wage control is furnished by the activities of the National War Labor Board 
during the Second World War. This board was created by Presidential 
Executive Order on January 12, 1942, and was affirmed by the Stabilization 
Act of October 2, 1942, which provided that the President should stabilize 
wages and prices at levels prevailing on September 15 of that year. In its 
operations the board had powers covering: (i) approval or disallowance of 
all wage increases below $5,000 a year;’^ and (2) prevention of work stop- 

^Ibid,, p. 364. 

'^Jurisdiction over wage increases above $5,000 was assigned to the Bureau of Internal 
Revenue. 
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pages by industrial disputes. The measures provided for the second of these 
objectives will be considered in parts B and C of this chapter. 

On the basis of the authority granted to it, and on that of experience with 
earlier cases, the board developed four general principles on which wartime 
wage increases would be approved:^ (0 correct maladjustments between 
the cost of living and workers’ straight-time earnings; (2) to correct gross 
inequalities in wage rates; (3) to correct substandard living conditions; and 
(4) to aid, where necessary, in prosecution of the war. The first principle 
led to the famous “Little Steel Formula,” wliich allowed general increases 
in wages to the extent of 15 per cent above January, 1941 average straight- 
time hourly earnings. This increase supposedly matched increases in the 
costs of living up to the time of the Stabilization Act, at which point the 
administration was committed to curb inflation. As successive wage increases 
were authorized, this principle rapidly declined in significance, the battle 
for wage increases then turning to the other three principles. The test of 
gross inequality was established by comparisons between occupational groups 
and labor market areas, thus introducing discrimination not permitted under 
the Fair Labor Standards Act. The test of substandards of living settled at 
50 cents an hour, thus raising the minimum of the Fair Labor Standards Act 
when the War Labor Board approved. Wage adjustments necessary to prose¬ 
cution of the war were approved only after one of the war production central 
agencies certified their necessity. 

This direct control of the level of wage rates will unquestionably have 
profound consequences for the American economy. Precedents have been 
established, a huge body of administrative law has been formulated, and a 
revolution has taken place in habits of thinking. A major depression now 
might well fix wage control as a permanent federal policy. Continuation of 
wage control at anything like the wartime level would move us far along 
the way to a planned economy under federal administration. 

Reduction in Hours of Employment,—The greater productivity of the 
present economic system lias made possible a reduction in the working hours 
of labor. Just what constitutes a working day or week of suitable length is 
difficult to state. In defense of the shorter working day, it is argued that it 
gives the worker more leisure time, prevents fatigue and health impairment, 
and under some conditions increases the volume of production. Some leisure 
is necessary to the living of a normal, healthy life. Cultural advantages can 
be obtained. The prevention of fatigue reduces the danger of industrial 
accidents and protects the health of the worker. Production is stimulated by 
the increase in efficiency that goes with reasonable working hours under 
healthful conditions. On the other side, it is argued that reduction of hours 

®Sce the excellent article of H. Henig and S. H. Unterberger entitled “Wage Control in 
Wartime and Transition/* in American Economic Review, June, 1945, pp. 318*336. 
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is not always needed, because the strain of work differs widely in different 
occupations. For some strenuous types of work, a six-hour day is long 
enough, while in other relatively pleasant and light kinds of work, ten hours 
may not be excessive. The danger of abusing free time is also present. Many 
workers do not know how to use leisure beneficially. In some industries it is 
said that technological conditions are such that a decrease in production must 
result if the hours of employment are decreased. The root of the controversy 
lies in the fact that improved industrial technology enables a given amount 
of production to be accomplished with less labor than formerly. The question 
is: What is the best way to make use of this saving? Should we use it to 
produce more, without reducing hours, or to give more leisure to the 
workers ? 

Legislation to limit hours of employment was the general rule abroad 
years before American legislation succeeded in gaining court approval. As 
in the case of minimum wage laws, the constitutional guarantee of individual 
liberty and freedom of contract has been a stumbling block in the United 
States. However, the courts were willing to grant the constitutionality of 
hours limitation in specific cases, such as dangerous occupations, and where 
public welfare was directly involved, as in the case of railroad employment. 
The courts also authorized the restriction of hours of government employees 
when authorized by the municipal, state, and federal governments. The 
National Recovery Act initiated federal control over a wide area by pro¬ 
visions included in the codes. As noted above, federal government interven¬ 
tion was firmly established by the Fair Labor Standards Act in 193H. This 
law established the forty-hour week as standard over the major portion of 
American industry. Hours beyond forty are permitted, but must be paid 
for at time-and-a-half rates. 

Child Labor. —Children can perform many of the tasks of industry almost 
as efficiently as adults. In fact, some persons believe that the child’s delicacy 
of touch, nimbleness of lingers, and lack of outside mental distraction, make 
him the most suitable labor for certain occupations. The danger of sacrific¬ 
ing children to the god Mammon appeared in the early stages of the Indus¬ 
trial Revolution, and its presence has continued ever since as one of our most 
acute problems of social adjustment. The desire for cheap labor, combined 
with the docility of children, has proved too much of a temptation to the 
unscrupulous type of profit-seeking business enterpriser. Grasping parents 
have contributed to the problem by their unnatural willingness to sacrifice 
their own child’s future for a few dollars of immediate income. Arduous 
factory labor, with its long hours of continual application to routine tasks, 
is disastrous in its effect on growing children, especially during the period 
of adolescence. Educational opportunities arc lost, the natural instinct to 
play is curbed, physical development is retarded, and frequently standards 
of morality are corrupted through the constant association of the child worker 
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with adult employees of very low mental caliber. The moral fiber of the 
growing generation is also weakened by the relaxing of home discipline, 
for the earning of an income instills in the child a feeling of independence. 
Labor leaders have complained that the presence of children in industry has 
had the effect of depressing the general wage level. Children will work for 
low wages because they cannot often get more, and parents will permit them 
to work for such wages because what little they do make nevertheless adds 
something to the total family income. Adults, who are usually supporting 
families, must thus meet very unfair competition from the child workers. 

Those who favor child labor, at least in some degree, assert that the 
assumption that all children are capable of and should receive education 
until they reach the age of sixteen years is wholly unwarranted. In many 
cases, the best social policy is to place the child in industry as soon as it can 
be done without sacrifice of health. This is especially true in the case of 
backward children. The struggling of a backward child to comply with 
compulsory education requirements beyond its ability should be avoided; 
instead he should be put into a healthy, useful, industrial occupation. The 
critics also claim that the families from whom the children come in many 
cases urgently need extra revenue, and the prohibition of child labor would 
so restrict the income of such families that the child himself would suffer. 
Finally, it is often frankly asserted that healthy work has never hurt anyone 
and children should not be permitted to grow up in idleness. While there 
is, of course, some force to these arguments, they really constitute arguments 
for carefully drawn and administered legislation, rather than for no legisla¬ 
tion at all. 

The Present Status of Child Labor Legislation.—Every state in the Union 
has passed child labor legislation in one form or other, but the laws in 
some cases are very inadequate. Several states permit children to work ten 
hours a day. In most cases the limit is fixed at eight hours. The minimum 
age at which employment is permitted is usually fourteen years, with a some¬ 
what higher limit for dangerous trades. Most states prohibit night work, 
and some provide for continuation school for a short period after the child 
is permitted to enter industrial employment. Prior to 19^3, Congress made 
two attempts at the regulation of child labor for the United States as a whole, 
but the Supreme Court declared both laws unconstitutional. In 1924 Con¬ 
gress submitted to the states a child labor amendment to the federal Con¬ 
stitution, but it has so far failed to obtain ratification by the necessary num¬ 
ber of states. 

In 1933, President Franklin D. Roosevelt opened a new approach for 
federal regulation by requiring all industrial codes adopted under the au¬ 
thority of the National Industrial Recovery Act to contain a declaration that 
the use of child labor constitutes unfair competition. The National Recovery 
Act was declared unconstitutional, but interest in child-labor legislation was 
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aroused, with the result that the Wage and Hour Bill oi 1938 contains a 
section relative to child labor. Children under sixteen are barred from em¬ 
ployment in industries engaging in interstate commerce, with some exceptions 
allowed where school attendance is not interfered with, and where the Labor 
Department approves. All children under eighteen are barred from hazard¬ 
ous occupations. This time Supreme Court approval was obtained.^ 

The Protection of Women in Industry.—The provision of special legal 
protection for women in industry has raised bitter controversy lx:caus€ equal¬ 
ity of the two sexes is a cherished goal of many women’s organizations. 
Experience has shown, however, that women arc frequently forced to accept 
unsatisfactory conditions of employment, and that protective legislation is 
the only solution. State laws regulating hours and conditions of employment 
for women at first met the same judicial obstacles that have already been 
reviewed in the discussion of wage control. Today all but a few slates have 
special legislation of some sort for the protection of women in industry. Th° 
rapid progress of trade unionism among women is reducing the extent of 
exploitation, and of course the provisions of the Wage and Hour Law apply 
to women employees. 

B. Stait. Intervention in the Right of Labor to Organize and 
Bargain Collectively 

The Right to Organize.—In Chapter VII we observed that the legality of 
trade unions is well established and that the strike, boycott, and picketing 
are legal within certain limits. In recent years government influence has 
gone far beyond this issue of mere legality; the state now takes positive 
action in protecting the right of labor to organize and bargain collectively. 
The first federal action of this positive type was embodied in the labor pro¬ 
visions of the Erdman Act in 1898. This act was passed primarily to provide 
machinery for the settlement of railway labor disputes, but it also provided 
that no railroad could require a prospective employee to agree not to join a 
labor organization, nor could a railroad discharge or otherwise discriminate 
against an employee because he belonged to a union. These clauses protect¬ 
ing a worker’s right to join a union were invalidated by a Supreme Court 
decision in 1908, and it was not until the First World War that similar pro¬ 
tective federal action reappeared. President Wilson appointed a War Labor 
Board in 1918. The decisions of that board usually contained clauses affirm¬ 
ing the workers’ right to organize, free from employers’ interference. 

Section 7(a) of the National Recovery Act of 1933 was the next step in 
building this new federal policy. It provided: (i) that employees should have 
the right to organize and bargain collectively through representatives of their 

* United States v. Parity , 61 S.S. 451, (1941). 
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own choosing; (2) that no employee should be required to join a company 
union, or prevented from joining a labor organization of his own choosing, 
as a condition of employment; (3) that employers should comply with the 
code as to maximum hours of work, minimum rates of pay, and other 
conditions of employment. Employees and employers were to be given op¬ 
portunity to determine by mutual agreement these hours, wages, and con¬ 
ditions. If they failed to reach an agreement, the President could prescribe 
such conditions. The life of the National Recovery Act was short, but the 
stimulus given to labor unions was great. Union organizers could claim 
government approval and could argue the advantages of organized labor 
in a far more favorable light. The ground was prepared for the organization 
of mass production industries by the CIO. 

The National Labor Relations Act.—The National Recovery Act was 
declared unconstitutional in May 1935, but two months later the National 
Labor Relations Act (popularly known as the Wagner Act) was passed, not 
only restoring the labor provisions of the National Recovery Act, but mov¬ 
ing far beyond it in protecting the rights of organized labor. The new law 
established a National Labor Relations Board of three members, with two 
primary duties: (1) to determine and certify which labor organization should 
be legally recognized as the unit to bargain collectively for the employees in 
a given case; and (2) to prevent employers from engaging in certain labor 
practices designated in the act as “unfair.” Section 8 defines such unfair 
labor practices as including: (i) any restraint or coercion of employees in the 
exercise of their collective bargaining rights; (2) any attempt to dominate 
or interfere with the administration or formation of any labor organization; 
and (3) any discrimination in regard to hiring or tenure of employment, 
or any condition of employment that encourages or discourages membership 
in a labor organization. 

It should be observed that the National Labor Relations Board was not 
intended to be a mediating or arbitrating body, nor was it given jurisdiction 
over wages, hours, or general conditions of employment. It was created only 
to protect the right of labor to organize and bargain collectively, and to 
supervise open and fair elections to determine which union was most repre¬ 
sentative of the employees, and therefore entitled to act for them in collective 
bargaining. Thus the act was definitely on labor’s side; it was designed to 
equalize the bargaining power of employees with that of the employer. The 
board moved vigorously toward these objectives in its decisions. This active 
government support on the side of labor, and the concomitant restriction 
of employers’ rights, led to amendment of the act in 1947. 

The National Labor Relations Act gave labor a very potent weapon for 
the spread of unionism. If a union could get into the position where it could 
gain the favorable vote of a majority of the employees, it could demand an 
election, and if it won, the employer would be compelled to recognize it 



2i8 


APPLIED ECONOMICS 


as the sole bargaining unit with which he must deal. Union organizers could 
use this as a persuasive argument to enlist employee support for the union, 
but the employer could not meet such an attack squarely without running 
the risk of a charge that he was using unfair labor practices. 

The procedure of election to determine the bargaining unit is important 
because of the bitter jurisdictional fights sometimes waged between rival 
unions. The board is not meant to take sides in these fights, but merely to 
see to it that they are settled by democratic vote of the employees. Never¬ 
theless it was placed in a position where it could hardly avoid influencing 
the result, because it has to decide whether to hold a single election for an 
entire plant or separate elections for each shop. If only one election is held 
for a whole plant, the balance may be tipped in favor of a single industrial 
union to represent all the employees. If separate elections are held in different 
sho])s, craft unions are more likely to win, and several unions will then gain 
bargaining rights. The board is thus placed in a diflicult position, and it is 
not surprising that it has frequently incurred the animosity of one or the 
other federations. 

The policies established by this law and its administration make it easy 
to understand the rapid growth in union membership since 19^5. Govern¬ 
ment was openly on the side of labor, aiding in the formation of new unions 
and protecting unions already established. It is not so clear that the legisla¬ 
tion improved industrial relations or reduced the number of strikes. By 
striking, or threatening to strike, an election could be forced in an unorgan- 
izxd plant. The board was plagued with jurisdictional dis{Hites and the 
“raiding” of one union by a rival. Many of the difficulties resulted from 
the rapid growth in membership. Neophytes who were untutored in labor 
history and techniques became union officers. It takes time to develop com¬ 
petent leadership. 

Foremen’s Unions.—The manner in which the National Labor Relations 
Act can advance labor’s cause is well illustrated by a relatively new develop¬ 
ment in the union movement, the unionization of foremen and supervising 
employees. Foremen have always been considered the lowest rank in the 
hierarchy of management. They are management’s point of direct contact 
with the employees. Unions claim, however, that in modern mass-production 
industries the foreman is no longer a management man who hires, fires, 
plans, and directs operations for his men. Today he is merely a supervisory 
worker, carrying out the orders and plans of management on the factory 
floor. He is just a worker with a specialized job. Unions also charge that 
management undermines labor’s power by rewarding able labor leaders with 
appointments as foremen, thus bringing them over to management’s side. 
This is a very difficult issue to decide, for there is clearly much truth in 
the argument of both sides. With but few exceptions, management has 
fought bitterly against the organization of foremen. In a test case in 1946, 
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which involved the miners’ union and the Jones and Laughlin Steel Corpora¬ 
tion, the National Labor Relations Board decided in favor of recognizing 
the foremen’s union. 

Labor Board approval of foremen’s unions gave considerable impetus to 
the movement, but this was checked by a provision in the Labor Act of 
1947 to the effect that no employer should be required to deal with a fore¬ 
men’s union. This law did not prohibit such unions; it merely relieved the 
employer of the requirement that he deal with them. One large union of 
foremen at once disbanded, but others are at present writing (1947) carrying 
their case to the Supreme Court. 

Legislative Restraint of Union Activity.—Growing opposition to labor 
organization on the part of industrial leaders, and the rising tide of strikes 
after the Second World War, gave rise to vigorous attempts to curb union 
power. This attack was aimed in three directions: (i) An attempt was made 
to curb union policies designed to limit output or to require the employment 
of unnecessary union workers. (2) Aggressive action was taken against so- 
called labor racketeering. (3) A drive for the amendment of the National 
Labor Relations Act was begun to give employers rights as well as duties, 
and to give unions duties as well as rights. 

The passage of the Lea Act in 1946 illustrates the first of these attacks. 
It was directed against the “featherbedding” practices by which the American 
Federation of Musicians was forcing employers to hire more of its members. 
This law, known as the Anti-Petrillo Act (after Petrillo, the aggressive presi¬ 
dent of the musicians’ union), declared illegal any action by the union to 
compel radio firms to: (i) employ unnecessary men; (2) pay for musicians’ 
services not actually rendered; or (3) refrain from broadcasting educational 
programs or programs originating abroad. All of these practices had been 
widely used by the union as a means of increasing the demand for mu¬ 
sicians’ services. The constitutionality of the Lea Act was upheld by the 
Supreme Court in 1947. Some specific applications of the law may subse¬ 
quently be declared unconstitutional, but the broad principle embodied in 
the legislation has been validated. It would seem that this important decision 
forecasts court approval certain sections of the Labor Act of 1947, which 
is discussed below. Further legislation against “featherbedding” is likely 
to be forthcoming in the future. 

The Hobbs Anti-racketeering Law of 1946 illustrates the second type of 
action enumerated above. It provides for the punishment of union members 
and others who interfere by robbery or extortion with the movements of 
goods in interstate commerce. While broad in its scope, the law was aimed 
at the alleged practices of the teamsters’ union in forcing trucking firms, by 
violence and threats, to hire local union drivers to deliver their products in 
the larger cities, especially New York. Farmers complained that in deliver¬ 
ing produce in New York, they were forced to pay fees, equivalent to a 
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day’s pay for a union driver, for the privilege of entering the city. The union 
leaders denied responsibility, claiming that gangsters were responsible. The 
act was bitterly opposed by all organized labor. The unions were afraid that 
its definition of robbery as the obtaining of property from another by actual 
or threatened force, violence, or fear of injury, would be used to break down 
the right of labor to strike, picket, and boycott. Furthermore, since the law 
provides that any federal district attorney can start proceedings, the unions 
point out that it leaves the door wide open for unfair prosecutions in locali¬ 
ties that are antagonistic to organized labor. President Truman, on signing 
the bill, declared that it in no way limited the recognized rights of labor 
when peacefully and lawfully exercised. The Hobbs law will probably be 
approved by the courts. If enforced with wisdom and discretion, it may 
assist organized labor to free itself from undesirable elements that have 
attained control over certain parts of its membership. However, the wording 
of the act is broad; hence union fears, that a widespread attack upon labor’s 
hard-won rights will result, has some real justification. 

The Labor-Management Relations Act of 1947.—The third point of at¬ 
tack against the abuses of union power listed above led to the enactment 
in 1947 of a sweeping law. When the Republican party gained control of 
Congress in the elections of 1946, a flood of bills was introduced aimed at the 
curbing of union power. The party leaders succeeded in combining the 
acceptable proposals of individual bills into one omnibus bill, which became 
law over a presidential veto. This was the Labor-Management Relations 
Act of 1947 (referred to in this text as the Labor Law of 1947, popularly 
known as the Taft-Hartley Law). It is applicable to all industries that are 
subject to federal interstate commerce regulation, with the specified excep¬ 
tion of railroads, airlines, agriculture, governmental bodies. Federal Reserve 
banks, and nonprofit organizations. 

The law contains so wide a range of provisions that we have already 
been required to refer to it several times in our study of labor problems. 
However, its major objectives fall into two broad categories: (i) attempts to 
curb the abuses of labor unions in both their industrial and political activities; 
and (2) the establishment of new regulations and machinery for government 
intervention in the control and settlement of labor disputes. The second of 
these will be reserved for discussion in Part C of this chapter. It is with the 
first group of provisions that we are now concerned. 

Under the law, an enlarged Labor Board is charged with the duty of 
preventing unfair labor practices on the part of unions as well as employers, 
and conversely, protecting the rights of employers as well as employees. 
Unions are forbidden to use certain specified labor practices which are desig¬ 
nated as unfair. They must not use coercion to recruit new members, and 
picketing to force a w^orker to join a union is prohibited. Pressure on em¬ 
ployers or employees to support a jurisdictional dispute or a secondary boy- 
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cott is likewise prohibited. Union dues and initiation fees must not be ex¬ 
cessive or discriminatory. Employees as well as the employer must bargain 
collectively in good faith. Strikes must not be called during the wailing 
periods prescribed in the new mediation provisions. To earn the protection 
of the Labor Board, unions must distribute financial reports and must dis¬ 
close annually the salaries and expenses paid to all union officials. 

Employers remain subject to the major requirements of the National 
Labor Relations Act of 1935, but they gain several new rights. They are free 
to discuss union affairs prior to a Labor Board election. They may present 
their own views to their employees, either orally or in writing, as long as 
their statements are free from coercion or threats of reprisal. The Labor 
Board can protect an employer against demands by a union that he hire 
union members for a particular type of work, and he cannot be compelled 
to hire exclusively through a union hiring hall. He is no longer compelled 
to bargain with a union of foremen. And he may sue a union for damages 
if its members breach a trade agreement. However, he is also liable for suit 
for similar breaches on his part. Thus trade agreements established by col¬ 
lective bargaining are given the status of contracts enforceable at law. 

Restraints on the political activities of unions are of two types: First, no 
employer is compelled to bargain collectively with a unioji if any of its offi¬ 
cers are communists. Such unions lose the protection of the Labor Board, 
Second, unions are prohibited from making contributions or expenditures 
in connection with political campaigns, either in elections or primaries. 

It is difficult to predict the effects of so detailed a law. Congress itself 
recognized the problems ahead by embodying in the act a provision for 
creating a Joint House and Senate Standing Committee to study its operation 
and to recommend such amendments as experience may seem to require. 
What now appears to be minor may turn out to be of major importance. 
For illustration, the law creates an administrative officer, to be known as 
General Counsel (»f the Labor Board, who must decide whether charges 
preferred by a union against an employer, or vice versa, are to be heard by 
the board, and whether orders of the board are to be referred to the courts for 
enforcement. It would appear that this individual could control all board 
action—a situation that may invite controversy between the board and its 
own general counsel. The broad permission given to employers, employees, 
and the board to sue for damages may cause a log-jam in the courts. The 
rights of individual workers, unions and employers to appeal to the board 
may place an impossible administrative burden upon it. Certainly a huge 
administrative organization will be reejuired. The constitutionality of various 
provisions of the law will undoubtedly be challenged. Some provisions of 
the law may be nullified by union pressure to force employers to waive the 
rights accorded them. Immediately after passage of the law, the United 
Mine Workers won a new contract in which the employers signed such 
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waivers. Other unions are demanding the same protection, as existing con¬ 
tracts expire. 

Labor leaders have denounced the law bitterly as a piece of hostile legisla¬ 
tion directed against the hard-won rights of the workers and their unions, 
but it must be recognized that it grew out of union abuses that needed 
correction. If some of its provisions are too harsh or unworkable, the leaders 
should be willing to cooperate in preparing more equitable and practicable 
legislation. In the past all legislation aimed at correcting the abuses of organ¬ 
ized labor have been fought by union leaders without counterproposals for 
eliminating evils that are acknowledged to exist. This uncompromising 
position is, in the opinion of the present authors, a serious mistake. No group 
or vested interest can be permitted unrestrained power if democracy is to sur¬ 
vive. The growth in strength and power of organized labor must be 
tempered with an acceptance of its great responsibility to protect the public 
interest. Violence is violence, whether engaged in by a ‘labor gangster,” or by 
an employer's “scab'’ or “fink” (strike-breaker). When a trade agreement is 
signed, both parties must be required to abide by its provisions during the 
life of the contract. Monopoly power in the hands of labor is just as dan¬ 
gerous as it is in the hands of business enterprisers. The s{)ced with which 
labor has grown in stature has admittedly made difficult the disciplining of 
the numerous neophytes. But the public, through its legal government, has a 
right to require that labor will use its newly found power with a clear un¬ 
derstanding that it has obligations as well as rights. 


C, Sta 7 t. IntI'Rventton in Industrial Disputes 

State Aid in Voluntary Settlement.—When an industrial dispute 
threatens, the state may intervene by offering its good offices as an aid to 
voluntary settlement, or it may use its coercive powers to compel the dis¬ 
putants to accept some prescribed procedure of negotiation and decision. In 
Great Britain, the Conciliation Act of 1896 provided for governmental regis¬ 
tration of conciliation boards. The Board of Trade was authorized either to 
establish conciliation boards or to utilize existing voluntary machinery for 
the settlement of disputes. The act was intended to supplement and 
strengthen the voluntary efforts of industry itself. It is generally agreed that 
the system operated with marked success. 

In the United States, the reluctance of government to interfere in industry 
retarded developments along English lines, but today most states have passed 
laws, either creating state commissions for voluntary arbitration or empower¬ 
ing some state official to act as a mediator. In 1913 the act creating the United 
States Department of Labor included provisions authorizing the Secretary of 
Labor to serve as mediator and to appoint “commissioners of conciliation” 
(i.e., mediators)’ in labor disputes, if, in his judgment, such action were de- 
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sirable. For several years little use was made of this authority, but gradually 
a steady expansion of the service developed. In 1944 the “conciliation” service 
acted in 21,900 industrial disputes, and in recent years it has been successful 
in avoiding over 90 per cent of the threatened strikes in which it intervenedd^^ 
The service became an active and influential agency, respected by both labor 
and management. Its functions were eventually expanded to include arbitra¬ 
tion. The Labor Act of 1947 transferred the service to a new, independent 
agency, outside the Department of Labor, and gave it the new name. Federal 
Mediation Service. The old personnel was retained, and the powers of the 
new agency were the same as those of the former conciliation service. 

Compulsory Investigation.—We have explained that compulsory investi¬ 
gation involves the legal prohibition of a strike or lockout until the c]uestion 
under dispute has been submitted to a governmental agency for the purpose 
of careful investigation and subsequent publication of the facts. l*he chief es¬ 
sentials of a plan for compulsory investigation are: First, the legal right of a 
governing board to collect all possible information, summon witnesses, and 
in any other way posssible, obtain all the facts of the case; second, the prohi¬ 
bition of the calling of a strike or lockout during the period of consideration 
of the case by the governmental agency; third, the formulation of recommen¬ 
dations as to the settlement of the dispute; fourth, the giving of widespread 
publicity to the recommendations; and fifth, the restoration of the legal right 
to strike or lockout, after the publishing of the findings of the investigating 
body. 

The enforcement of a period of compulsory peace to permit investigation 
has the merit of giving time for the hot passions of the moment to cool down, 
and of permitting a settlement to be effected later in a more calm atmosphere. 
The excitement that comes to a head in an industrial dispute prevents each 
side from using reason and common sense, which would be brought into 
play if a period of time were permitted to elapse before settlement. What 
seems vital one day may seem trivial a few weeks later. This system also 
recognizes openly the public interest in strikes and lockouts, and permits a 
crystallization of public opinion on the dispute in question through the 
publicity given the facts. The order calling for a strike or lockout will be 
given much more cautiously after publicity has taken place. The chief disad¬ 
vantage of compulsory investigation is that the wage-earners must give up 
the most effective part of their right to sStrike—that is, the suddenness with 
which the strike is called. If employers are given time to organize their indus¬ 
try, employ strike-breakers, stabilize their finances, etc., they may defeat a 
strike that would have been successful had it been called unexpectedly. A 
second difficulty is the impossibility of enforcing the prohibition of a strike 
against strong opposition by wage-earners. It is possible to arrest the leaders, 
and this often is sufficient to cripple the power of the strikers, but it is obvi- 
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ously impossible to reach effectively the rank and file of strikers in any dis¬ 
pute involving a large number of workers. 

Compulsory Investigation in Canada and Great Britain.—In 1907, Canada 
set up a nation-wide system of compulsory investigation under the adminis¬ 
tration of its Minister of Labor. In 1925 an adverse court decision led to a 
new law restricting the plan to interprovincial commerce. The plan is com¬ 
pulsory in the case of mines and public utilities, but can be extended to other 
industries if both contending parties agree. Under the plan, either party de¬ 
siring a change in wages or working conditions must give thirty days’ notice, 
during which period either may demand the formation of a Board of Con¬ 
ciliation and Investigation; or the Minister of Labor may set up such a board 
on his own initiative. The two parties each appoint a representative on the 
board, and these two, or the Minister of Labor, select a third, who acts as 
chairman. The board then proceeds to investigate the issues; meanwhile, no 
strike or lockout is permitted. If possible, the dispute is settled by concilia¬ 
tion, but if this fails, the board then gives publicity to its findings and recom¬ 
mendations. 

There has been vigorous criticism of this system. Labor charges that the 
Minister of Labor has abused his power, that its requests for appointments of 
boards have been denied, and that the postponement of strikes has weakened 
its position. Many illegal strikes have occurred, but the penalty features of 
the law have not been carried out. On the other side, the system is said to 
have reduced industrial strife and to have brought about amicable settlement 
of many disputes. On the whole, compulsory investigation has met with 
popular approval in Canada. 

In 1919 Great Britain set up a system of voluntary arbitration by creating 
an industrial court to which both parties of a labor dispute could submit their 
differences by mutual consent. This was coupled with a provision permitting 
the Minister of Labor to appoint a court of inquiry in case of industrial dis¬ 
putes, although the court did not have authority to compel testimony. The 
right to strike was not limited, and the report of the court of inquiry did not 
make recommendations, but merely stated what were the questions and facts 
at issue. This machinery has been utilized considerably since it was created. 
Cases handled by the industrial court, on the other hand, steadily declined 
until, lust prior to the Second World War, they were confined mostly to 
government departments and government industries. 

Compulsory Investigation by State Law.—Several states have passed legis¬ 
lation establishing varying degrees of compulsory investigation. In Michigan 
notice of intention to strike or lockout must be given to the Board of Media¬ 
tion five days prior to the action, and the disputants are required to attempt a 
voluntary solution. In industries affected with a public interest the waiting 
period is thirty days, and in these industries the governor has authority to 
establish special commissions to hold hearings and report. In Minnesota a 
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written notice is required of the union or employer seeking a change in a 
labor agreement. Parties must then negotiate, and a temday waiting period 
prior to a strike or lookout is required.^^ 

The Colorado Industrial Commissions Act of 1915 was a more ambitious 
project, frankly modelled on the Canadian Disputes Act. It required a thirty 
days’ notice of change in the terms of employment, and no strike or lockout 
was permitted until the investigation of a commission had been made and 
publicity given the findings. Acceptance of the award was not compulsory. 
The act was originally broad in coverage, but since 1923 it has been restricted 
to industries affected with a public interest. There is a difference of opinion 
as to the success of this legislation—unlawful strikes occur. 

Federal Railroad Legislation.—Considerable use has been made of the 
principle of compulsory investigation in federal legislation designed to elimi¬ 
nate strikes in railroad operations. The Transportation Act of 1920 provided 
for conciliation by local adjustment boards, with compulsory investigation 
by a national board if the locals failed to obtain an agreement; but the plan 
did not work well because of lack of cooperation from the parties in con¬ 
troversy. Therefore it was succeeded in 1926 by the Watson-Parker bill, 
setting up a new plan. This was a combination of conciliation, mediation, 
and (as a final step) investigation (but without compulsion). Again the 
results were unsatisfactory. Unsettled disputes increased, so that both em¬ 
ployers and employees voiced demands for stronger arbitration provisions. 

The Railway Labor Act of 1934 (which is still in effect) sought to remedy 
the defects of the two earlier plans by dilTerentiating between major disputes 
that must be settled at the time of writing a new trade agreement, and minor 
disputes having to do with the interpretation of existing agreements. Major 
disputes were to be handled through the usual collective bargaining pro¬ 
cedure; but for disputes over interpretation of existing agreements, final 
authority was given to a new National Railroad Adjustment Board, consist¬ 
ing of 18 members chosen by national unions and 18 members designated 
by the railroads. This board was divided into four parts according to classes 
of employees, each division o{'erating as a unit in its own sphere of resiX)nsi- 
bility. If such a division board is unable to reach a settlement by majority 
vote, the act provides that a neutral referee must be appointed by the Board 
of Adjustment, or, if they cannot agree, by the National Mediation Board. 
Awards or settlements were made enforceable by appeal to the federal courts. 
Thus an clement of compulsory arbitration was established. 

The Act of 1934 contained a number of supporting provisions of very 
real importance. Employers were specifically restrained from antiunion ac¬ 
tivity, collective bargaining agreements were to be encouraged, and the right 
of the worker to organize was recognized. However, the closed shop and 
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checkofi were forbidden. Paradoxically, these last two prohibitions were in 
accord with union desires, for they were in harmony with long established 
policies of the strong railroad brotherhoods. By writing them into the law, 
the railroads were prevented from building strong company unions in op¬ 
position to the national unions. 

The new law worked well until a threatened strike in 1946 was prevented 
only by the intervention of President Truman. Since only two railroad 
brotherhoods were aggressively active in this strike threat, it may be that the 
effect in the long run will be to strengthen, rather than destroy, the ma¬ 
chinery for peaceful settlement of railroad industrial disputes. 

Compulsory Investigation Under the Labor Act of 1947.—In the Labor 
Act of 1947 there were provisions dealing with the settlement of labor dis¬ 
putes. These provisions were based largely on American experience with 
compulsory investigation in transportation. Industrial disputes are classified 
by the law into two groups: (i) national disputes that imperil public health 
and safety; and (2) all other disputes. If the President decides that a given 
dispute threatens national health and safety, he is authorized to appoint a 
fact-finding board to investigate the case and publish a report, which must 
include statements from both sides and must set forth the employer’s “final 
offer.” Simultaneously the Attorney General may ask for an 80-day court 
injunction against an incipient strike or lockout. A vote of the employees 
concerned must then be taken on the acceptability of the employer’s final 
offer. If the offer is rejected, the injunction is lifted and the strike or lockout 
is then permitted. However, if the President considers it necessary, he may 
request Congress to enact special legislation directed toward preventing a 
work stoppage that might take place at the end of the 80-day waiting period. 
This last provision opens the door for some form of compulsory arbitration 
if Congress is so inclined. 

For all other disputes (that is, those not threatening national health and 
safety) strikes and lockouts are legal unless the dispute concerns the amend¬ 
ment or termination of an existing trade agreement or contract. In the 
latter cases, the disputants must negotiate for at least 60 days before calling 
a strike or lockout. However, in this area of nonnational disputes, there is 
nothing to prevent a strike by a union to force an employer to sign a new 
contract. 

Compulsory Arbitration.—ITe chief essential of a plan for compulsory 
arbitration is the making of a strike or lockout a punishable offense. Both 
parties to the dispute arc bound by the decision of a governmental agency or 
board, which derives its power from an act of legislature. Sometimes pro¬ 
vision is made for a money fine, in case of failure to live up to the terms 
of the law. The theory underlying compulsory arbitration is that industrial 
disputes must be brought under the jurisdiction of the judiciary, just the same 
as civil disputes. It is claimed that the public welfare should supersede the 
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interests of the disputants. A strike of coal miners, for instance, may mean 
famine of coal for both home and industrial uses. The householder may 
suffer illness because of the inadequate heating of his home, and the wheels 
of industry stop turning because of curtailment in the supply of fuel. 

The difficulties of compulsory arbitration, however, have been generally 
believed so serious that this way of settling industrial disputes has made little 
headway in the United States or England. It has been widely used in Aus¬ 
tralasia. The chief difficulty is that it deprives the workers of the right to 
strike, by making the act of striking a criminal offense. Workers believe that 
their present economic position is the result of the constant activity of the 
trade unions in their behalf, and the threat to strike is the backbone of the 
unions’ power. Labor leaders are emphatic in their statements that organized 
labor would be unable to continue its campaign for the betterment of the 
wage-earners’ economic position without the power to cripple employers by 
striking, and thereby showing the strength possessed by the workers when 
acting as a unit. A second difficulty is the impossibility of enforcing the cie- 
cision of a compulsory arbitration board when that decision is contrary to the 
demands of a large group of wage-earners. If a strike occurred involving sev¬ 
eral thousand persons engaged in some large railroad system, it is difficult to 
see just how effective action could be taken against these individuals to up¬ 
hold the power of the arbitration board. It has been suggested that labor 
unions be required to deposit with the government a sum of money which 
can be confiscated as a penalty in case of an illegal strike, but such a sanction 
can have but little influence on the rank and file of wage-earners under cir¬ 
cumstances of intense industrial excitement and unrest. Loss of seniority 
rights, loss of social security rights, and withdraw^al of the legal protections 
against injunctions have been suggested as methods for coercing individual 
workers to comply, but such drastic action might be more serious in its social 
effects than the strike itself. Labor leaders have also asserted that it is impos¬ 
sible, under modern conditions, to obtain arbitration boards that will not he 
prejudiced to a considerable extent in favor of the employer. In all the legal 
traditions which have become embodied in our common law, there is in¬ 
herent a tacit acceptance of the sacredness of private property. This is bound, 
it is claimed, to prejudice any decision where there is a conflict between per¬ 
sonal rights and property rights. Labor unionists also fear that compulsory 
arbitration will tend to weaken organized labor, since one of the essential rea¬ 
sons for its existence will be removed with the elimination of strikes as a 
form of industrial warfare. Compulsory arbitration in Europe and the United 
States cannot take place on a very wide scale until confidence in the justice 
of the decisions rendered by our legal machinery has been increased to 
such a point that neither party to a dispute would have any suspicion 
whatever of prejudice entering into a decision handed down by an arbitra¬ 
tion board. 
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The New Zealand Plan.—Compulsory arbitration has been given its most 
severe test in Australasia. The New Zealand plan, which is the best known, 
was introduced by an act passed as early as 1894. Under this plan, commis¬ 
sioners of “conciliation” were appointed by the governor of the island. When 
an industrial dispute arose, one of these commissioners immediately pro¬ 
ceeded to the locality wherein the dispute had occurred and he sought there 
on the ground to effect a settlement by acting as mediator. If the commis¬ 
sioner could not succeed in bringing about a settlement, he was required by 
law to organize a “council of conciliation.” Each side of the dispute, the em¬ 
ployer and the employees, appointed representatives, called assessors, to serve 
with the commissioner of conciliation on these councils. After reviewing the 
case, the council rendered a decision. If the award was not acceptable to one 
side, an appeal could be made to the court of arbitration. The court of arbi¬ 
tration had for its chairman a supreme court judge and two other members, 
appointed by the governor and selected from a list of nominees made by the 
associated unions and associated employers’ organizations of the country. 
This court was the highest authority to which an appeal could be taken in 
industrial disputes. The award it made was final and binding for the period 
stated therein. The board possessed power of compulsory investigation—that 
is, the summoning of witnesses and, if necessary, the examining of the books 
of the companies parties to the dispute. Once a decision was handed down, 
it applied not only to the particular disputants who had brought up the case, 
but also to the whole industry in which the dispute arose. The payment of a 
money fine was the penalty for non acceptance of the award of the court of 
arbitration. Disputes could be brought before the arbitration machinery on 
the request of registered unions or registered employers’ associations. Any 
fifteen or more employees could form an “industrial union” and register such 
union with the government. Any three or more employers, or an incor¬ 
porated company, could likewise form and register an association. These 
unions or associations made their first appeal to the commissioners of con¬ 
ciliation. The right of labor to form unions was frankly recognized. 

The system of compulsory arbitration was apparently accepted with favor 
both by employers and laborers until the world-wide depression of 1929-1933. 
Little opposition had developed and the general sentiment seems to be that 
the plan was a success. Strikes were not completely eliminated, but most of 
those called were initiated by unregistered unions. A very small proportion of 
the disputes dealt with by the commissioners and conciliation councils were 
later carried to the Arbitration Court. However, on April 8, 1932, New 
Zealand passed an act amending previous legislation in such a manner as to 
eliminate practically all the compulsory features of arbitration. The govern¬ 
ment believed that the system had become an obstacle in the way of national 
recovery because of the rigid fixing of wages, hours, and other industrial con- 
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ditions. In 1936 a new labor government restored the compulsory features of 
the original plan as part of a new labor legislation program. 

The apparent success of the New Zealand experiment resulted in the 
spreading of compulsory arbitration over the rest of Australasia in a some¬ 
what revised form. In 1904 an Australian federal system of compulsory arbi¬ 
tration was instituted in order to cover disputes extending beyond the bound¬ 
aries of any one state. A commonwealth Court of Conciliation and Arbitra¬ 
tion was created, made up of the president, a justice of the high court of 
Australia, and two colleagues. The court was given the authority to compel 
conferences between disputants in order to effect settlements by conciliation 
if possible. Should settlement by this means prove impossible, the dispute 
must be arbitrated, with a resulting decision that is binding under the law. 
While there have been some illegal strikes, this federal court has operated 
with fair success for those disputes falling within its jurisdiction. 

The Kansas Industrial Court.—An interesting experiment with compul¬ 
sory arbitration was made by the state of Kansas in 1921. Following a nation¬ 
wide coal strike, the state legislature was convened in a special session by the 
governor, and a law was passed establishing a court of industrial relations for 
the state. The usual practice of establishing a board on which three parties— 
employer, employees, and the public—were represented was not followed. A 
strictly judicial body was created. The Court of Industrial Relations consisted 
of three judges, appointed by the governor, and it was to have jurisdiction 
over industries affected with a public interest. The phrase public interest was 
given a rather broad interpretation, so that it included not only the usual 
public utilities, but also industrial enterprises engaged in the production of 
fuel, food products, and clothing. Strikes, lockouts, and other instruments of 
industrial warfare were prohibited. The court was authorized to call wit¬ 
nesses, take evidence, and make an award. Failure to accept the award made 
the disputants liable to fine and imprisonment. In case of an industrial dis¬ 
pute, the court was empowered to intervene on its own initiative, or on the 
application of any interested person, the attorney general, or any ten citizen 
taxpayers. 

The power of the Kansas industrial court was crippled by unfavorable de¬ 
cisions in the United States Supreme Court. In June 1923 that part of the act 
applying to the meat-packing industry was declared unconstitutional, on the 
ground that the industry was not sufficiently clothed with public interest to 
warrant infringement of the rights of citizens to security of property guaran¬ 
teed by the Fourteenth Amendment to the Constitution. A later decision, in 
1925, went a step further, by declaring unconstitutional the compulsory arbi¬ 
tration provisions of the law in so far as they applied to working time. In 
view of this decision, it is doubtful whether any form of compulsory arbitra¬ 
tion will be considered constitutional by the Supreme Court at the present 
time unless the industry involved is one in which the public interest is clearly 
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involved. The court has gone on record as believing that to compel owners 
and employees to continue business on terms that are not of their own mak¬ 
ing is a violation of the liberty of contract guaranteed by the Constitution. 
In the Kansas state elections of 1922, the status of the industrial court was 
made a political issue, and as a result, it was abolished, with some of its 
powers transferred to the state public utilities commission. 

The National War Labor Board.—On March 19, 1941, President Franklin 
D. Roosevelt created by executive order the National Defense Mediation 
Board, to halt wartime strikes. Its jurisdiction was restricted to disputes certi¬ 
fied to the board by the Secretary of Labor. The board had some powers of 
compulsory investigation, and it could make public its findings and recom¬ 
mendations, but stronger methods proved to be needed. Therefore a new 
board was created—The National War Labor Board, already discussed in 
Part A of this chapter. The statute conferring congressional approval gave 
this board authority to settle finally any dispute that might interfere with the 
war effort. To back up this authority, the President was authorized to seize 
(if necessary) any war plant where production was interrupted by a labor 
dispute. In at least twelve cases this seizure power was used.^“ The President 
could also place pressure on the union by sequestering funds, withholding 
dues, and cancelling union preference clauses, but these powers were used 
only once.^^ 

No-strike pledges of prominent labor leaders helped strengthen the new 
board’s position. This use of compulsory settlement of disputes in wartime 
was successful. Strikes did occur, but the number was remarkably low, con¬ 
sidering the difficulties of war dislocations. However, rising wages, falling 
unemployment, and the patriotism that is generated in war days were all 
important elements helping to keep down disputes by making the workers 
more contented. The end of hostilities brought an end to the period of co¬ 
operation between employers and employees. As a result, the record of the 
board in the postwar period was not up to the wartime level. All the diffi¬ 
culties of compulsory methods given above were then experienced. 

The Future.—Times and conditions change so rapidly that any definite 
suggestions for the solution of industrial disputes in the future are apt to 
bring forth intense and justifiable criticism. Our analysis in this chapter, 
however, has brought out certain lessons that will permit us to formulate a 
tentative program. The only possible use of compulsory arbitration, for the 
time being, appears to be in those industries peculiarly affected with a public 
interest, especially the so-called public utilities. There is a real case for the 
prohibition of stoppage of work in these industries, and the probability of 
obtaining public support for such a policy is greater than in other industries. 
Elsewhere, employers, employees, and the majority of those who speak for the 
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general public, emphatically oppose compulsory methods. Our policy, then, 
should be somewhat as follows: 

(1) The use of voluntary methods, primarily direct negotiation and medi¬ 
ation, should be encouraged. Disputes settled by voluntary procedure tend 
to establish real industrial peace. Experience has demonstrated that much 
can be accomplished by an extension of voluntary methods. 

(2) A gradual extension of compulsory investigation, without prohibition 
of strikes and lockouts, holds out bright prospects. Neither side can com¬ 
plain that their rights are abused if they are given complete freedom to act, 
either by strike or lcx:kout, when and as they see fit. The general public has 
the right to know at least the facts of the case in every industrial dispute. No 
one can justifiably object to such publicity. 

(3) Industrial unrest is at the root of much of the bitterness with which 
industrial warfare is waged. It is a duty, both of the individual citizen and 
of the government, to study causes of industrial unrest and seek wherever 
possible to correct the conditions giving rise to this unrest. 

(4) The organization of industry should be re-examined with a view to 
finding the proper place of the worker in modern industry, in the hope that 
there may be established a greater mutuality of interests between the em¬ 
ployer and employee than has hitherto existed. 

(5) Organized labor must recognize that it has responsibilities commen¬ 
surate with its growth in strength. Industrial disputes today reach over such 
a wide area of interdependent economic interests that they may involve not 
merely a strike against an employer, but coercion of the public. Neither labor 
nor management can be permitted powei to dictate and control our economy, 
if democracy is to survive. Organized labor should develop its own construc¬ 
tive program for the correction of abuses of union power. If this is not done, 
strong legislation will be necessary to protect the public from the danger of 
economic chaos. 


Summary 

The protection of the general welfare—health, safety, and morals—is ac¬ 
complished chiefly under the authority of the police power. Under this 
power, state legislation has been enacted to protect labor against abuses aris¬ 
ing out of industrial conditions. Such labor legislation has been enacted to 
control sweatshop conditions, establish minimum wage rates, reduce hours of 
employment, and protect the welfare of women and children in industry. 
The national government has been hampered by constitutional restrictions. 
Nevertheless some federal control of employment conditions has developed. 
Begun under the National Recovery Act in 1933, extended by the Fair 

Labor Standards Act of 193H, which established federal control over wages 
and hours for industries that could be brought within the interstate commerce 
clause of the Constitution. The National War Labor Board, established in 
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1942, controlled wages and hours on a wide scale. It will probably have a pro¬ 
found effect upon postwar policy in federal control of conditions of employ¬ 
ment. 

The state now takes positive action to protect the rights of workers to 
organize and bargain collectively. The National Recovery Act of 1933 pro¬ 
vided for recognition of this right in its codes; and after it was declared un¬ 
constitutional, the National Labor Relations Act guaranteed the right of 
collective bargaining. To support this, it created a National Labor Relations 
Board, with powers (i) to determine by election and certify the bargaining 
unit representing the employees, and (2) to prevent employers from engaging 
in designated “unfair labor practices.” The numerical strength and power of 
organized labor increased rapidly under this government protection, and pres¬ 
sure developed for legal restraints on the use and abuse of that power. This 
resulted in the Lea Act (1946), prohibiting certain union practices aimed at 
coercing employers into hiring more workers; and the Hobbs Act (1946), 
directed against racketeering practices, robbery, extortion, and violence. The 
Labor-Management Relations Act of 1947 amended the previous National 
Labor Relations Act by charging the Labor Board with the duty of prevent¬ 
ing unfair labor practices by unions as well as by employers, and increasing 
the rights of employers to present their side of disputes to their employees. 

Most states have legislation providing machinery for the encouragement 
of direct negotiation, mediation, and voluntary arbitration. The federal De¬ 
partment of Labor’s conciliation and arbitration service has been very active 
in this respect. The United States has been reluctant to use coercion in times 
of peace, but compulsory investigation has been employed for years in 
Canada, and several of our states have laws of this general type. The federal 
government has long used compulsory investigation for the settlement of 
railroad disputes. The Railroad Labor Act (as amended in 1934) contained a 
compulsory feature for settlement of disputes over the interpretation of exist¬ 
ing trade agreements. The Labor Act of 1947 provided: (i) compulsory 
investigation in strikes or lockouts that threaten national health and safety; 
(2) a waiting period in strikes or lockouts concerning the amendment or 
termination of existing contracts. 

Peacetime use of compulsory arbitration has been largely confined to 
Australasia, especially New Zealand. In the United States, the Kansas Court 
of Industrial Relations introduced compulsory arbitration into that state for 
industries affected by a public interest, but this was later abolished after court 
attack. In the Second World War the United States established the National 
War Labor Board, with jurisdiction over all disputes that might interfere 
with the war effort. The President could enforce the decisions of the board 
by plant seizure, or by action against union members. 

The best future policy for the settlement of industrial disputes is develop¬ 
ment and extension of voluntary methods; correction of the underlying in- 
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dustrial unrest; a fair trial of compulsory investigation, without limitation on 
the right to strike; and the development of a sense of responsibility on the 
part of organized labor commensurate with its growth in strength and power. 
Strong legislation may, however, become necessary to protect the public 
interest. 
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CHAPTER X 


The Problem of Unemployment^ 


A. The Theory of Employment 

The Existence of Unemployment.—One of the criteria of economic wel¬ 
fare that was developed in the first chapter of this book was the test of full 
employment. A society that cannot keep its resotirces employed is not only 
inefficient, it is in danger of revolution, for if the masses of the workers do 
not have the means of livelihood which remunerative jobs provide, they are 
reduced to such desperation that they may be in a mood to revolt. Even if 
there is only a moderate amount of unemployment, it may constitute a seri¬ 
ous economic waste, it may cause much distress among the unemployed, and 
it may give rise to various costly social problems, including the provision of 
charitable relief for those who are without means of support, and the care of 
those who are made sick in body, mind, or morale by idleness and its attend¬ 
ant poverty. 

Judged by the criterion of full employment, our economic system is not 
functioning well. There is always a considerable amount of unemployment, 
which in some years has reached alarming proportions. It is difficult to cite 
figures for the United States which can be relied upon, but some estimates 
have been made which give a rough indication. According to these estimates, 
it appears that we always have at least one million idle workers, and during 
business depressions the number rises to many times that figure. In tlie years 
from 19^0 to 1938 the number of unemployed was variously estimated at 
from eleven to fifteen millions, out of a working population of about fifty 
millions. 

The Neoclassical Theory of Employment.—What is the cause of this 
unemployment? It is not the fault of the workers. There are, of course, some 
people who are unable or unwilling to work, but these are not what we mean 
by the unemployed. Unemployment, strictly construed, refers to enforced 
idleness on the part of the workers because industry fails to provide them 
with jobs. It fails to provide jobs l)ccause of certain flaws in the working of 
the spontaneous economic process. 

According to the neoclassical theory of employment, full employment of 
all the factors of production tends to be brought about by the automatic 

^ This chapter is largely based on Chapter VII of Raymond T. Bye’s Social Economy and 
the Price System (to be published soonL 
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operation of the price system, but unemployment nevertheless occurs because 
of various frictions or interferences that prevent the reaching or maintaining 
of normal equilibria between the demands and supplies of the various goods 
that are offered in the market. That is to say, unemployment is the result of 
obstacles in our economic institutions that prevent the guiding mechanism of 
prices from working perfectly. In particular, it is not the result of an exces¬ 
sive aggregate supply of labor, for the aggregate demand for goods must 
always be great enough to employ all the labor that offers itself for hire. 
These conclusions are derived mainly from two basic propositions which con¬ 
stitute the foundation of the theory. These are Say’s law of markets (com¬ 
monly known simply as Say’s law) and Marshall’s law of substitution. 

The Aggregate Demand for Goods: Say’s Law.—The law of markets was 
first worked out in terms of barter by the nineteenth century French econo¬ 
mist, J. B. Say. He showed that each person engaged in industry produces 
gocKls, not for his own use, but in the expectation of exchanging them for 
the goods produced by others. P'or instance, the shoemaker expects to offer 
his shoes in the market in exchange for frK>d, clothing, and shelter for him¬ 
self. In this way each person’s product constitutes his demand for other 
goods. It follows that the sum of all the products gcxis to make up the total 
demand. Aggregate demand must therefore be, not only equal to aggregate 
supply, but identical with it. This is the essence of Say’s law, that total 
demand and total supply are one and the same thing. It follows that there 
cannot be a deficiency of total demand in relation to the total supply, nor 
can there be an excess of total supply in relation to total demand. 

This is all very well for a barter economy in which goods are exchanged 
directly for other goods; but in the modern economy goods are sold for 
money, and the prices at which they are sold must be adequate to reimburse 
the enterprisers for money costs previously paid out in the course of their 
production. Otherwise, the enterprisers will suffer losses, and production 
cannot then be continued. What assurance is there that the aggregate of 
money demands vdll be sufficient to cover the aggregate of money produc¬ 
tion costs? An adaptation of Say’s law to the modern economy answers this 
question by asserting another identity, the identity between money incomes 
and money costs. 

The Identity of Money Incomes and Money Costs.—This can best be 
demonstrated by means of Figure 2 (on the next page), which shows the 
flow of money from enterprisers to the owners of the productive factors, by 
whom it is spent for goods, thus flowing back to enterprisers. This cycle is 
known as the circuit flow of money. It is easy to see that, so long as the 
owners of the productive factors, (i.e. consumers) keep spending their rev¬ 
enues to buy gcx)ds, the money received by enterprisers must always be 
sufficient to recompense them for the costs they have paid out in producing 
these goods; for, under the conditions stated, the receipts and costs will be 
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the same identical stream of money appearing at different points in the 
circuit. 

The goods transactions envisaged by Say’s law have now been replaced 
by the money values of those goods; instead of goods demanded being 
identical with goods supplied, money incomes received and spent are identical 
with the money costs of goods produced. 

The case is not altered substantially if money savings are introduced into 
the picture, provided these savings are invested. This is illustrated in Figure 
3. Here part of the money paid to the factors of production is represented 
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Figure 2. The Circuit Flow of Money. 

as going into consumptive expenditures, while another part is saved and 
invested. Two streams of monetary demand are thereby created, one for 
goods to be currently consumed, the other for more or less durable equipment 
(investment goods). The theory holds that so long as producers supply these 
two kinds of goods in the proportions in which they are demanded, the 
circuit flow of money will be continuous, and the identity of money expendi¬ 
tures and money costs will be maintained. 

The Aggregate Demand for Labor: Marshall’s Law of Substitution*— 
Say’s law (in its monetary form) is only the first step in the neoclassical 
theory of employment. It is presumed to establish the proposition that the 
aggregate demand for goods tends to equal the aggregate supply of them. 
The next step is to show that, from a sufficient aggregate demand for goods 
there tends to be derived a sufficient aggregate demand for labor to employ 
all the workers who offer themselves for hire. This proposition rests upon 
the law of substitution stated by the famous British economist, Alfred Mar- 



THE PROBLEM OF UNEMPLOYMENT 


237 


shall. This law is developed out of the premise that a business enterpriser 
will always seek that method of production which will reduce his costs to a 
minimum. The technique of production in an industry is not rigidly fixed by 
the prevailing state of the arts, but allows considerable choice of alternatives. 
For instance, farming may be carried on either extensively or intensively; 
materials may be moved by men with wheelbarrows, or by belt convey¬ 
ors; and so on. These alternatives involve varying proportions of different 
factors of production. Extensive farming uses much land with relatively 
little labor; intensive farming does just the opposite. The wheelbarrow way 
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Figure 3, Consumption and Investment in the 
Circuit Flow of Money. 

o£ moving materials requires relatively much labor and relatively little saving 
and investment; the belt conveyor way reverses these proportions. The 
method adopted depends on the relative cheapness or dearness of the factors 
concerned, which in turn, depends on their relative abundance or scarcity. 
Where land is abundant and labor scarce, as was the case in the early Ameri¬ 
can colonies, land was cheap and labor was dear, so that extensive farming, 
being the cheapest method of agriculture under these circumstances, was 
generally adopted. Later, as the population grew, land became relatively 
scarcer and dearer, while labor became relatively more abundant and cheap. 
Under these circumstances, farming costs could be reduced by using less of 
the dear factor (land) and more of the cheap one (labor) so that farming 
became more intensive. In the same way, if savings are scarce and labor is 
abundant (as in China), manual methods of production are likely to prevail; 
but if savings are plentiful and labor is scarce (as in the United States), 
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mechanical methods will be cheaper, and therefore they are more likely to 
be adopted. The principle at work here is that employers will tend to seek 
the least-cost combination by substituting a cheaper factor for a dearer one 
wherever possible. That is the law of substitution. 

This gives a considerable measure of elasticity to the demands for the 
several factors of production. If labor grows relatively more plentiful, its 
wages will presumably fall, and it will become cheaper in comparison to 
other factors of production. This will cause employers to substitute labor, 
hence the effective demand for labor will increase. There is no limit to this 
substitution of labor for other factors short of the point where all goods arc 
made by hand, instead of by machine; and since, according to Say’s law, the 
demand for all goods is always sufficient to purchase the total supply of them, 
there must therefore be an effective demand for labor sufficient to employ 
the whole of it, provided the wages are low enough. 

Full Employment may not be at Good Wages.—While the price system 
thus offers a mechanism for bringing the effective demand for labor to the 
point where the entire effective supply will be hired, there is no guarantee 
that the ec]uilibrium wage at which this occurs will be one that is satisfactory 
to labor. All that the theory asserts is that there is so 7 ne wage at which all 
the labor can be employed, and that the dominant tendency of a free labor 
market is to maintain full employment at that figure. If the supply of a 
particular kind of labor is very large in relation to the other factors of pro¬ 
duction, its wage may be very low. It may even go below the subsistence 
level for a time. However, if the falling of the wage below tliis point is not 
deliberately interfered with, this will not result in unemployment; it is merely 
a condition of overpopulation in the particular stratum of labor concerned. 
In a laissez fake economy the classical “iron law” would operate to correct 
this condition eventually, by raising the death rate in the stratum of labor 
concerned until its numbers were reduced to the point where the workers 
could command a living wage; but in a social system where poverty is re¬ 
lieved by private charities and public doles, the wages of the lowest labor 
groups may remain below the level of subsistence indefinitely. 

Assumptions Underlying the Theory.—The core of the above theory con¬ 
sists in the statement that a free labor market is dominated by a tendency 
toward rates of wages that will equalize the effective demands and effective 
supplies of the different kinds of labor. This does not mean that there can 
be no unemployment in the markets of the actual world. It means only that, 
in so far as the tendencies of the price system are permitted to prevail, they 
wor\ toward full employment. This suggests that the causes of unemploy¬ 
ment are to be found in the dynamic influences of a world that changes too 
rapidly for a perfect equilibrium to be preserved, and to frictions and restric¬ 
tions that interfere with the attainment of normal prices and wages. That is 
to say, unemployment is not the fault of defects inherent in the price system, 
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but of obstacles to the perfect operation of that system existing in the media 
through which it must work. In short, unemployment is of a piece with the 
deviations of market from normal prices. 

There is a large measure of truth in this theory, but before it can be 
accepted in its entirety, the assumptions on which it rests must be carefully 
scrutinized. These assupmtions, of which there arc several, are implicit 
rather that explicit in its reasoning, l^he reasoning will be valid for the 
actual world only to the extent that the assumptions hold true for that world. 
In so far as they do not, the tendencies toward full employment may be 
frustrated. An examination of the assumptions, therefore, may reveal the 
causes of unemployment. 

The assumptions arc as follows: 

(1) That human desires are capable of indefinite expansion. (Hence, a 
deficiency of demand cannot arise from lack of desire for more goods). 

(2) That the various kinds of goods will be produced in the proportions 
in which they arc demanded; that is, production will not be misdirected. 

(:^) That the circuit flow of tnoney will be continuous. Interruptions to 
the flow caused by an excess of hoarding, and additions to the flow caused 
by the injection of new mcaiey (including bank credit) are assumed to be 
absent. 

(4) That wages and interest will be flexible, so that they can move up¬ 
ward or downward in response to changing influences of demand and supply. 

(5) That a balance between consumption, saving, and investment will 
be maintained by the mechanism of interest. 

B. Possible Kinds of Unemployment 

Types of Unemployment Classified.—The significance of these assump¬ 
tions can best be shown by considering in detail the various kinds of unem- 
plovment that can (or conceivably might) arise in a capitalistic economy of 
the modern type. In each case it will be found that the fulfillment of one 
or more of the assumptions is interfered with by the institutional character¬ 
istics of such an econc^my. A convenient classification of these kinds of un¬ 
employment is the folk)wing: 

Frictional unemployment 

Technological unemployment 

Cyclical unemployment 

Minimum wage unemployment 

Chronic unemployment from secular stagnation 

Frictional Unemployment.—Say’s law denies the possibility of a general 
overproduction (that is, a total production of goods exceeding what the peo¬ 
ple can pay for at cost prices), but it does not deny that production can be 
misdirected. Aggregate demand is a myriad of specific demands, and ag- 
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gregate supply is a myriad of specific supplies. In order for full employment 
to prevail, there must be equilibrium between the specific demand and spe- 
cific supply of every good. That is to say, the second assumption of Say’s 
law, that the various goods will be produced in accordance with the several 
demands for them, must be exactly fulfilled. 

Although the price system tends to bring the supply of every good into 
equilibrium with the demand for it, its mechanism is one of trial and error. 
Producers endeavor to anticipate the demands for goods, governing their 
production accordingly; but in a dynamic world of constant change their 
expectations are seldom exactly fulfilled. They produce too much, and the 
excess of supply brings prices down, until the resulting losses cause a cur¬ 
tailment of production; or they produce too little, so that prices rise, until 
the resulting profits lead to an expansion of output. So, mistakes are con¬ 
stantly being made, and being subsequently corrected. At any given time, 
there are many specific demands that are out of balance. Production fluctu¬ 
ates about the point of equilibrium without, in fact, maintaining it. In other 
words, the second assumption is not perfectly realized. Misdirection of 
production, and with it temporary unemployment, may occur at any point 
where the effective supply of any good or the facilities (including labor) 
for producing it are for the time being excessive, and it will persist until the 
corrective process has had time to work out its effects. This will depend on 
the nature of the particular circumstances. 

Unemployment of this type, which is due to the ‘‘frictions” that prevent 
the maintenance of perfect equilibrium in an ever-changing world, and to 
the inevitable lag that retards the processes of readjustment, is often called 
frictional unemployment. 

There are many things that may occur in production to cause this kind 
of unemployment. Among them the following may be cited as typical ex¬ 
amples: failure of a particular business enterprise because of faulty manage¬ 
ment or bad luck; errors of optimism on the part of enterprisers or groups 
of enterprisers by which they overestimate the prospective demand for their 
product and are caught with excess capacity or unsold stocks; bumper crops 
caused by unusually favorable weather conditions; downward fluctuations in 
demand or interruptions to production caused by seasonal changes; falling 
off in the demand for particular kinds of goods due to changing tastes of 
consumers or to the abandonment of old products for the sake of nc;wly 
developed ones (e.g. carriages for automobiles); temporary interruptions to 
production in particular plants or localities as a result of natural catastrophes, 
fires, strikes, civil commotion, or warfare; labor-saving inventions or im¬ 
provements in industrial methods (including methods of management) that 
make it possible to produce a given output with less labor than formerly. 

The traditional theory holds that in such circumstances as these the un¬ 
employment resulting will usually be only temporary, because when labor 
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is laid ofT in these cases, the money which was previously flowing to them 
in wages is not destroyed, it is merely shifted into other channels where 
it must give employment to just as many workers as before. In order to 
visualize this reasoning more clearly, it will be well to apply it to a particular 
case and subject it in critical examination. Such an examination will disclose 
that, while the theory is generally valid, it should not be stated without some 
qualifications. A good case for this purpose is that of technological unem¬ 
ployment, where workers are thrown out of their jobs by the introducuon 
of labor-saving machinery or new processes. The reasoning on this case can 
be readily adapted to other instances of frictional unemployment. 

Technological Unemployment. —The logic of Say’s law, in its original 
(barter) form, establishes a presumption in favor of the view that, if labor 
is no longer needed in the place where it was formerly employed, it can 
now be used to produce some other goods for which there is a desire, and 
these goods can command a market because they add to the aggregate 
demand precisely as much as they add to the aggregate supply. Put in terms 
of a money economy, whatever is spent in employing such labor must re¬ 
appear in the circuit flow as monetary demand for goods, so that the displaced 
labor, when reabsorbed into employment, will necessarily repay the sums 
invested in its wages. The re-employment of labor temporarily thrown out 
of employment should therefore be economically possible; there is money 
available with which to pay their wages because it is released by the stoppage 
in wage payments that occurs when the labor first becomes unemployed. 

Consider the case of labor-saving machinery introduced into an industry 
where it effects a net displacement of one hundred men who were formerly 
receiving weekly wages of forty dollars each. By net displacement is meant 
the excess of laborers thrown out of work in the industry where the machine 
is used over the number employed in making and maintaining the machine 
itself. There must be such a net displacement, otherwise the machine would 
not be truly labor-saving. In this case, then, there will be a net reduction 
in wages of four thousand dollars per week in the industry concerned, and 
the cost of manufacturing a week’s output of its product (which may be 
called good A) will have been reduced by that amount. In a competitive 
price system, the price of the good will be reduced sooner or later to the new 
level of costs, and consumers will save four thousand dollars weekly in their 
purchases of this commodity. They will presumably use the money so re¬ 
leased, either to buy more of the good A, or to purchase more of other 
goods, B; or possibly they may invest a part of it, which in normal circum¬ 
stances means that it will be used to purchase equipment, C. However the 
money may be divided among these three possibilities, it will go to create 
a four thousand dollar increase in demand for goods (A, B, or C), and hence 
for labor with which to produce them. In this way the one hundred laborers 
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who were thrown out of work by the machine are reabsorbed into em¬ 
ployment. 

However, the owner of the new machine in the above example may have 
obtained a patent that gives him an exclusive monopoly for a number of 
years. In that case the price of good A may not be reduced by the full 
amount of $4,000 for a long time, the monopolist meanwhile appropriating 
for himself some of the saving effected by the invention. Although he will 
presumably spend his share of the gains for other goods (B and C), and so 
help to create a new demand for labor, as in the former case, the net result 
is bound to work out somewhat to the disadvantage of the workers, for a 
monopoly profit has been introduced which was not there before. This 
profit will be at the expense of wages. In other words, the displaced labor 
will be reabsorbed in producing new goods demanded by the consumers of 
A and by the monopolist, but money wages generally will be somewhat 
lower than they were.^ 

Even where there is full competition, it cannot be taken for granted that 
labor displaced by technological improvements will he rehired at the same 
wages as before. It depends on how the change affects the proportions of 
labor and capital demanded in industry, relative to the supply of them. A 
mechanical device or a new process may enable a given kind of work to be 
done with less labor than before, or with less capital, or both. Seldom, if 
ever, will it displace both in exactly the same proportions. So, it will make 
either one or the other relatively more abundant. Likewise, the money 
released from costs by the new invention will most likely be spent for new 
goods whose production will require a combination of labor and capital 
different from the amounts of the two factors that have been displaced. 
There will result a change in the relations between the demand and supply 
for the factors of production, and a consequent change in the pattern of 
income distribution. The change may be beneficial to labor, in which case 
relative wages will rise, or it may be disadvantageous, in which case relative 
wages must fall. 

Even in the case where labor is put at a relative disadvantage by these 
readjustments, it does not follow that real wages will necessarily be lower 
than before. The general effect of technological progress is to increase the 
real income of society. It may well be, therefore, that labor will be better off 
with a slightly smaller proportion of this larger national dividend than it 
would have been otherwise. It is certain that labor has benefited sufficiently 
from the technological improvements of the last century and a half to enjoy 
a marked rise in its standard of living. 

There are circumstances in which the general introduction of mechanical 
improvements simultaneously in a number of important industries might be 


^For a more detailed analysis of this case, sec the citation mentioned in footnote i, above. 
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disastrous for labor. If the new machinery were more labor-saving than 
capital-saving, reabsorbtion of the displaced workers could be accomplished 
only by changes of a rather fundamental kind. There would have to be 
cither a shift in demand from machine-made to hand-made goods, or methods 
of manufacturing would have to be changed from those which require a 
large proportion of mechanical equipment to those which make more use 
of labor. In some cases the advantages of the new mechanical processes might 
be so great that it would not pay to make the latter change without a drastic 
drop in wages. Even if it would pay, the process of transition might take a 
rather long time in a complicated industrial system, where there is much 
fixed, specialized equipment that will not wear out for a considerable number 
of years. Under these circumstances, in a period of rapid and fairly general 
technical advance, the pace of displacement might easily exceed the pace of 
reabsorbtion, and technological unemployement might become a serious 
problem, persisting over a period of decades. Certainly, there is nothing in 
the theory to preclude such an outcome. 

Fortunately, the facts seem to indicate that our economic system has 
hitherto shown sufficient flexibility to reabsorb the workers as fast as they are 
displaced. Despite the phenomenal progress of science and invention in the 
later nineteenth and early twentieth centuries, the average p)ercentagc of 
unemployement, both in England and the United States, seems to have been 
fairly constant, and the number of unemployed workers (except in periods 
of cyclical depression that must be explained on other grounds) has been 
moderate enough to be entirely consistent with the view that it is caused by 
frictions of a short-run character. 

Cyclical Unemployment.—Economic activity in the world of capitalism 
is not sustained at an even pace, but is characterized by rhythmical upward 
and downward alternations of prosperity and depression. These fluctuations 
are known as business cycles. In the depression phase of the cycle, there is 
always a large amount of unemployment, for at such times businessmen, 
being unable to sell their goods at profitable prices, are forced to reduce their 
output, or even to close their plants. As a result, workmen are employed only 
on part time or are laid off altogether. Since the condition is not confined to 
one industry or place, but is general throughout the economy, there is no 
possibility of the displaced workers being reabsorbed into employment 
elsewhere. Both they and their employers are helpless to remedy the situa¬ 
tion. It is a time of great hardship for the unemployed wage-earners. More 
often than not, their reserves of savings are small and are soon exhausted. 
They are then reduced to the extremity of depending on private charity or 
public relief. These are times when bread lines and soup kitchens may be 
found, where the distressed workers line up for doles of bread and soup 
passed out by charitable organizations. The numbers of the unemployed 
in the United States during periods of business depression may run to sev- 



244 


APPLIED ECONOMICS 


eral millions. As stated above, in the great depression of the nineteen thirties 
it was variously estimated at from eleven to fifteen millions. 

The problem of business depressions is much more than one of unemploy¬ 
ment. The business cycle is a sort of undulating fever that affects all parts 
of the economic body, and its causes lie deep in the systems of money and 
prices which constitute the regulating mechanism of industry. Therefore this 
is not the place to inquire into those causes. The whole c|uestion is reserved 
for more extended discussion in the chapter entitled “Economic Fluctua¬ 
tions,” which comes later in this volume. 

Minimum Wage Unemployment.—The law of substitution, which is an 
essential part of the price mechanism for maintaining full employment, de¬ 
pends on a downward movement of wages to correct any oversupply of labor. 
This is in accordance with the fourth assumption underlying the theory 
developed above. The law presupposes that, if the effective supply of work¬ 
ers at existing wages exceeds the effective demand, wages will fall until 
labor becomes cheap enough to induce enterprisers to substitute it for capital, 
until all the wage-earners that are willing to work for the reduced wage 
will be able to find jobs. If there is in the economy any effective obstacle to 
a decline in wages, this mechanism cannot operate, and the substitution of 
labor for capital will not take place. Unemployment may then persist in¬ 
definitely, or until relieved by some fortuitous event, such as a war, increased 
accumulation of capital, or the development of new industries that require 
larger proportions of labor than those existing previously. Unemployment 
from this cause must be attributed to rigid institutions which prevent the 
mechanism of wages from operating according to its natural tendencies. 

There is just such an obstacle in the policy of labor organizations to resist 
tenaciously any downward pressure upon wages. They not only do this by 
direct action, such as strikes and the threat of strikes, but indirectly, by 
pressing for governmental measures to prevent low wages, such as the Wage 
and Hour Law of 1938, which set a minimum to wages. Even private 
charities have some tendency to reduce the force of downward pressures on 
wages, by increasing the power of labor to resist wage decreases. 

All such policies as these tend to create unemployment whenever changes 
in the economy move in a direction unfavorable to labor—as sometimes 
they must. There is good reason for believing that the extraordinary unem¬ 
ployment of the period between the two world wars was partly due to such 
causes. At that time the world’s economy was so badly disrupted that a 
general and prolonged depression, with a huge amount of unemployment, 
occurred. A fall in wages in these circumstances would have helped, not only 
to provide more jobs, but, by reducing production costs, to hasten general 
recovery. Instead of this, the combined pressure of organized labor and the 
government prevented wages from declining, with the result that the de¬ 
pression was prolonged. Not until the Second World War came along, with 
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its monetary inflation and its enormous governmental demand for war goods, 
was the situation relieved. 

Unemployment of the kind here described can be explained by the dia¬ 
gram of Figure 4. Here the curve SS represents the schedule of supply as 
it would be if it were based on the independent decisions of individual 
workers. Taken in conjunction with the demand (DD), this would lead to 
establishment of the wage OWi, and at this wage the number of persons 


Y 



employed would be OR, which constitutes full employment, since it would 
give a job to every worker who was willing to work at that wage. But the 
wage is not allowed to fall below OW2, hence the number employed is only 
OT, and there is a residue of unemployed, represented by TV. (The unem¬ 
ployment is TV rather than TR because at the higher wage the number of 
workers seeking employment is greater.) The part of the supply curve that 
is dotted is rendered ineffective by the arbitrarily established minimum wage. 

Keynes’ Theory of Chronic Unemployment. —In every severe long de¬ 
pression there have been prophets of doom to assert that the economy was 
running down. It is not surprising that such prophets appeared in the great 
depression that occurred between the two world wars. In this case the two 
leading pessimists were Keynes in Great Britain and Hansen in the United 
States. Keynes set forth an elaborate theoretical argument in support of his 
view. Briefly, his theory is as follows: 
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In wealthy societies the people are so rich that their “propensity to con¬ 
sume” is low; that is, they save an increasingly large proportion of their 
incomes. In the “mature” economies where this condition prevails, the op¬ 
portunities for profitable investment of these savings are restricted by the 
fact that the frontier has disappeared, and the rate of population growth has 
slowed up. (Hansen stresses, as an additional cause of restriction, the alleged 
lack of new inventions, an extraordinary wave of which sustained the eco¬ 
nomic expansion which took place in the nineteenth century and the early 
part of the twentieth.) The result of these conditions is a saturated invest¬ 
ment market in which, because of the tendency toward the diminishing 
productivity of equipment, the prospective yield from additional investments 
is very low. Hence, the large accumulation of monetary savings could not be 
utilized profitably in industry unless these savings could be borrowed at very 
low rates of interest, presumably at less than two per cent. The costs and 
risks of lending, together with the influence of liquidity preference, prevent 
interest rates from falling to so low a figure. Thus the savings are held in 
the form of money instead of going into investment. This causes a shrinkage 
in the circuit flow of money; the money p)aid out by enterprisers to the own¬ 
ers of productive factors does not all flow back in the purchase of goods, 
with the result that total demand falls short of total costs. The reduced 
flow of money causes money incomes to shrink and prices to fall, which 
precipitates a depression of business and a reduction in the employment of 
both labor and capital. This must go on until the volume of production has 
shrunk to the point where, because of reduced real incomes, people no longer 
save a surplus over what can be invested profitably. When this point has 
been reached, money savings will all be used for the purchase of investment 
goods and the continuity of the circuit flow will be restored. The economy 
will now be in equilibrium, but it will be at a relatively low level in which 
not all the labor that is willing to work at prevailing wages will be employed. 
There will be a permanent residue of idle workers. 

It will be observed that this argument denies the validity of the first, third, 
fourth, and fifth premises of the neoclassical theory of employment. It asserts 
that the desire for goods (Keynes’ propensity to consume) is not unlimited; 
at least consumption expands at a decreasing rate as incomes increase, so 
that larger and larger proportions of income are saved in spite of low interest. 
The circuit flow of money is not continuous; it is interrupted by the holding 
of savings in money form (instead of using them to purchase equipment) 
when there are not suitable opportunities for investment. Neither money 
wages nor rates or interest are flexible in a downward direction, hence the 
mechanism relied upon to give effect to the law of substitution fails in a 
mature economy. Finally, the rate of interest does not achieve a balance 
between consumption, saving, and investment, partly because it cannot fall 
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low enough, and partly because a low rate does not check saving sufficiently 
in an economy where incomes are very large. 

The possibility o£ the situation pictured in this theory cannot be denied. 
There is no flaw in the logic of the argument, and it is conceivable that the 
condition described might occur. However, the opinion that such a situation 
actually did prevail in the period between the two world wars, or that it is an 
imminent postwar prospect, seems to be too pessimistic. There must still be 
extensive opportunities for profitable investment in new industries in the 
domestic American market. Science and invention arc always at work open¬ 
ing up new vistas of progress, and it has not been proved that the scope of 
their achievements in this direction is now declining. Too much stress is 
laid on the fact that certain spectacular developments of the preceding cen¬ 
tury, such as the mushroom growth of the railroad and automobile industries, 
have run their course. Who can say that equally spectacular industrial 
development (applications of atomic energy, for instance) are not just around 
the corner? The fact that we do not at this moment know what they are 
is no reason for assuming that they will not appear. Even if they do not, 
we must not overlook the steady march of less conspicuous improvements 
that are always going on, and the importance of which is much greater than 
is commonly supposed. And if the domestic market be saturated, the pos¬ 
sibilities of the foreign market have hardly been scratched. In China and 
other parts of the Orient, as well as in South America, there are millions of 
people whose incomes are now low, but whose consuming and purchasing 
power will be enormous when the exploitation of the great resources of those 
areas is once well under way. Keynes and Hansen have taken too myopic 
a view of the inter\^’ar years, and have been made unduly pessimistic thereby. 
There is a sufficient explanation of this unemployment on other grounds, 
which makes it unnecessary to accept their gloomy prophecies. 

The Effects of International Disturbances.—The modern economy is to a 
considerable extent a world-wide one that depends for full-scale, continuous 
operation upon uninterrupted international trade. If this trade is seriously 
interfered with by such obstacles as prohibitive tariffs, embargoes, import 
quotas, exchange controls, currency manipulations, and other barriers, con¬ 
siderable sections of industry may be put into difficulties and much unem¬ 
ployment may result. In the period following the First World War, 
obstacles of this kind were widespread, especially in Europe. On a continent 
already impoverished by the destruction of capital and the interruption of 
industry occasioned by the war, there was an upsurge of nationalism which 
caused each country to seek trade advantages for itself, while attempting to 
block imports from other countries. The result was a general breakdown in 
the world’s commerce, which caused trade to fall to a fraction of its prewar 
level. This was aggravated by an epidemic of currency depreciation in which 
monetary values were so unstable that it was impossible for businessmen 



APPLIED ECONOMICS 


248 

to enter into foreign contracts without great risks of loss. Added to all this 
was the problem of finding work for millions of soldiers discharged from 
the armies. These conditions suffice to account for the extraordinary unem¬ 
ployment of these years, without jumping to the gloomy conclusion that the 
world’s economy is running down. 

C. The Reduction of Unemployment 

The Obstacles to Full Employment.—The drift of the foregoing analysis 
is that the long-run forces of the price system work toward the full employ¬ 
ment of labor and capital, so that in an economy characterized by institutions 
favorable to the free play of those forces, substantially full employment 
(making some allowance for an irreducible mitiimum of frictional lag) 
would in fact be maintained. An exception to this statement would have to 
be made in case the unusual circumstances posited by Keynes’ theory should 
be realized, but there does not seem to be any convincing reason for be¬ 
lieving that these circumstances now exist in otir economy, or are likely to 
do so in the near future. The large amount of unemployment that arises 
from time to time in our world is due to the unfavorable setting in which the 
price system is compelled to operate by our present economic institutions. 

The unfavorable circumstances which constitute obstacles to full employ¬ 
ment appear to be the following: 

The impossibility of securing a nice adjustment of supply to demand at 
every point in an intricate economy where the decisions concerning produc¬ 
tion are made by many thousands of independent enterprisers, each acting on 
his own judgment, without adequate knowledge of the total market situation. 

A lack of suitable organized arrangements for dovetailing labor at one 
point in the economy with a shortage elsewhere. 

A very bad system of money and banking which lends itself to alternating 
waves of inflation and deflation. 

Extreme inequality of incomes, tending to restrict the purchasing power 
of the mass of consumers while stimulating a surplus of savings on the part 
of the rich. 

The stubborn resistance of organized labor to any downward pressure 
on wages, and the adoption of legislation and of governmental policies to 
the same effect. 

The fact that the risks of investment which are unavoidable in an un¬ 
planned economy prevent interest from falling below a certain minimum. 

Disruptions of world economy occasioned by war, and the breakdown of 
international trade caused by nationalistic tariff and monetary policies. 

Possible Measures to Remove These Obstacles. —These causes of unem¬ 
ployment can certainly be reduced to a very considerable degree, though 
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some of them can hardly be entirely removed within the framework of 
capitalistic institutions. Among the remedies to be sought are: 

A greater measure of centralized planning and guidance of the economy 
as a whole, to achieve better coordination of specific demands and supplies. 
This interesting possibility is the topic discussed in the concluding chapter 
of this book. 

Extension and improvement in the already existing system of government 
employment agencies, in order to facilitate the transfer of labor from regions 
or occupations where the supply is excessive to those elsewhere in the eco¬ 
nomy where there are suitable opportunities for employment. This is de¬ 
veloped more fully in a paragraph below. 

A program of adult training, cockdinated with the employment agencies, 
to teach workers new skills when the demand for old skills is being reduced 
by new methods of production. 

Reform of our system of money and banking along the lines to be de¬ 
veloped in Part IV of this volume. 

Reduction of income inequality by adoption of the measures suggested 
in Part VII. 

Encouragement of the settlement of wage disputes by negotiation between 
organized labor and organized employers, with government protection of 
the legitimate rights of labor, conditioned upon a willingness on the part 
of labor organizations to accept flexibility of wages in both directions as 
economic conditions in particular labor markets change. 

Reduction of investment risks by the overall economic planning and co¬ 
ordination suggested above. 

Development of machinery for the preservation of international peace, 
for monetary stabilization, for freedom of trade and investment, and for 
general economic collaboration. 

It is evident from these suggestions that the problem of unemployment 
is not to be solved by a few specific measures directed primarily at it, but 
requires basic changes in various parts of the economy, and in international 
relations. Progress is being made in the needed directions, but attainment 
of the desired objectives will be slow. In the meantime, there are certain 
lines of action, dealing directly with matters of employment, that will miti¬ 
gate the seriousness of the problem. These include: public labor exchanges, 
public works, vocational training and re-education, and unemployment in¬ 
surance. The first two of these will be developed in the paragraphs immedi¬ 
ately following, the other two in the next chapter. 

Public Labor Exchanges. —In so far as unemployment is frictional, a better 
organization of the labor market can do much to reduce it. It is costly for 
employers to interview indiscriminate lots of applicants (many of them 
entirely unsuited for the work to be done) attracted by ‘‘Help Wanted” 
advertisements in the newspapers, or (if the local supply of labor is in- 
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adequate) to send out scouts to recruit workers in other places. It is wasteful 
of labor’s time and energy to tramp the streets in search of work, often not 
knowing where vacancies exist, nor whether they are qualified for such 
opportunities as there may be. Besides, this method does not acquaint them 
with opportunities away from their home towns. It is much more efficient 
to have central labor exchanges or employment offices, where employers can 
make their needs known, and workers seeking employment can file records 
of their experience and qualifications. Such an exchange can survey the labor 
market in its locality and send applicants directly to places for which they 
are qualified, saving employers much of the work of sifting applicants, and 
saving the workers much loss of time and energy. A coordinated system of 
such exchanges, nation-wide in scope, can go further, by directing workers 
from parts of the country where jobs are scarce to other areas where men 
are needed. 

There are numerous private employment agencies which do some work 
of this kind, charging a fee for their services. Employers associations and 
labor unions have sometimes maintained similar agencies, and there have 
been a few supported by philanthropic organizations. All of these usually 
specialize in employment of particular kinds, and their field is generally 
limited to a given locality. They do not meet the need for a comprehensive 
organization of the labor market on a national scale. 

England established a national system of employment exchanges in 1910, 
and similar systems also have been established in Canada and most of the 
nations of Europe, In the United States a number of states had set up free 
public employment offices before the First World War. During that war 
a United States Employment Service was established. This was put on a 
more permanent basis by the Wagner-Peyser Act of 1933, which provided 
funds for the coordination of existing state agencies and the formation of 
new offices. Under this program, the federal government agrees to match 
funds appropriated for labor exchanges by the states, and the whole organiza¬ 
tion is administered by the director of the United States Employment Service. 
The system provides free placement for workers and facilitates the transfer 
of workers from surplus to shortage areas. Where state programs are not 
established, organizations under direct federal operation may be set up, but 
the intent of the law is to leave the initiative and organization primarily in 
state hands. This has its weaknesses, but a federal coordinating agency 
can accomplish much through cooperation with the state organizations, in 
spite of the lack of centralization. During the Second World War the state 
employment offices were placed under federal control by executive order of 
the president, but after the war they were returned to the states. 

While a system of public labor exchanges can do much to solve the 
problem of frictional unemployment, it cannot find jobs for workers where 
no such jobs exist. Neither can it compel employers to hire workers if wages 
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are too high to make their employment profitable. Therefore, this machinery 
will prove inadequate to deal with cyclical and minimum wage unemploy¬ 
ment, and it cannot overcome the lag in reabsorption of workers if the pace 
of displacement by technological innovations is very rapid. 

Reducing Hours of Work.—It has frequently been urged that unemploy¬ 
ment could be reduced by shortening the length of the working week. In¬ 
deed, the 1938 law setting a forty-hour working week as the maximum 
eventually to be reached in this country was presumably based at least partly 
on the theory that it would increase the demand for labor, and thereby help 
to absorb into industry the millions of workers then unemployed. 

It is true that in a period of unemployment, when for the time being 
there is not enough work to go around, some work for the unemployed can 
be made available by shortening the working time of those who have jobs, 
provided there is no increase in wages per hour. In order to maintain the 
current output of goods, employers will then have to hire more laborers, 
which they can readily do because their total wage disbursements will be no 
greater than before. By this device what work is available will be spread 
over a greater number of persons, those who were formerly employed on 
full time being forced, by part-time employment, to share their earnings 
with those who were formerly unemployed. During a period of widespread 
cyclical or technological unemployment this is a defensible policy, for it is 
better to keep most of the people working at reduced earnings than to have 
some working full time at full wages, while others are out of work and 
earning nothing. 

However, it is usually proposed, by the sponsors of the shorter work week, 
to keep weekly wages the same as before, increasing the wage per hour to 
compensate for the lesser number of hours. This is a mistaken policy, for 
it would defeat the object of giving work to a greater number of persons. 
Unless hours of work have hitherto been so long as to impair the efficiency 
of labor, there is not much reason to suppose that the reduction of hours 
will be accompanied by an increase in hourly output. Therefore, employers 
will have higher labor costs per unit of product, and will be forced to raise 
prices correspondingly. This means that consumers will buy less goods than 
before, so that effective demand will be reduced in proportion to the shorten¬ 
ing of hours. Moreover, the higher costs of labor are likely to stimulate the 
introduction of labor-saving devices. So, it appears that reducing hours of 
work not only will not increase the demand for labor, but may even reduce it. 
At best it is a palliative—a temporary expedient to be resorted to in emer¬ 
gency for the purpose of distributing more equitably the burden of unem¬ 
ployment. 

This is not to say that there is no justification on other grounds for short¬ 
ening the working week. Where hours of work are so long as to impair 
the health of the workers, they should certainly be reduced. Moreover, with 
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the greater output of material goods which modern production methods 
make possible, not so much labor has to be devoted to providing the neces¬ 
sities of life. There is more opportunity for recreation and leisure, which 
is a sufficient reason for a permanent reduction in working hours. But let 
the case for the shorter week rest on that basis—not on the fallacious view, 
so widely prevalent, that the market for labor is permanently limited, and 
that therefore there is no longer any hope of full-time employment for every¬ 
body. 

The Timing of Public Works as a Remedy for Unemployment. —A 

method of combating unemployment, that has been widely advocated in 
recent years and that has actually been used to some extent, is the carrying 
on of public works by governmental bodies in order to provide jobs for 
those who are not employed by private enterprises. City, state, and national 
governments are continually undertaking large construction projects for 
public buildings, highways, dams, bridges, and the like. If these projects were 
planned long enough in advance, the actual work of construction could be 
concentrated in periods of business depression, when the spending of govern¬ 
ment money for them would offset in part the decline in private spending. 
In periods of business recovery the government program could be tapered 
off. In this way the construction of public works could be dovetailed with 
the ups and downs of the business cycle, helping to stabilize business activity 
in general, as well as employment. 

This principle was applied to a limited extent in this country in the 
depression of 1921, and more extensively in the great depression of the 
1930’s when Congress authorized the expenditure of several billion dollars 
for works projects of various kinds. Under the Public Works Administra¬ 
tion (popularly known as PWA) an ambitious program of public works 
construction was inaugurated. This was later supplemented by the Works 
Progress Administration (WPA), which was set up to promote scattered 
small projects in which direct labor costs predominated. Here and there 
roads were improved, sewers were installed, etc., creating jobs chiefly for 
manual workers; and civic orchestras, theatrical enterprises, and research 
investigations were promoted in order to give employment to artistic and 
professional people. By December 1937, there were over one million and a 
half workers on the WPA payroll, and just over one hundred thousand on 
the PWA. Even this fell far short of meeting the terrific unemployment 
problem of that period. 

Although the timing of public works has a useful place in a program for 
dealing with unemployment, the policy has its limitations. If the device is 
to be used effectively, public works projects must be based on intelligent, 
far-sighted planning by government officials. Politicians will have to be 
restrained from the reckless spending of public moneys in times of pros¬ 
perity, in order diat reserve funds can be accumulated for construction work 
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in times of depression. Even with such planning, it is difficult to carry out 
the program in a genuinely constructive way, because there is a strong preju- 
dice against governmental use of idle labor to produce the things that are 
really needed in a period of industrial slump. It is a failure in some sector 
of industry that produced the breakdown, but the government is not allowed 
to start up production in this sector because that would be an intrusion upon 
the system of private enterprise, and a state incursion into these fields, by 
raising doubts concerning future government policy, would retard resumption 
of activity by businessmen. So, in a depression our economy is plunged into 
the anomalous situation where there are millions of unemployed workers 
who need food and clothing that they do not have the means to buy, where 
industry is unable to produce that food and clothing because the workers 
cannot buy it, where the workers would have the means if only they were 
employed, where the state has the necessary financial resources to employ 
them and so set the economy going, but where it dare not do so. Instead 
of setting the idle men at work upon the things for which there is the most 
obvious need, government is forced to concentrate on a few types of projects, 
such as road and building construction, hastily improvised “made"’ work, 
and activities of the “bcK)ndoggling” type. While some of these are useful, 
many are wasteful, and they do not always provide employment suited to the 
capacities of the workers who have been displaced from private industry. 

A Broader Program of Public Spending.—Those who are persuaded of 
the truth of the Keynes-Hansen theory of the causes of unemployment are 
currently espousing a program of public expenditures that goes far beyond 
the mere concentration of public works in periods of depression. Believing 
that the contemporary world is threatened with ^he povssibility of chronic 
unemployment because of a deficiency of private investment, they reason 
that the gap in such investment should be made up by a sufficient amount 
of public expenditure to compensate for it. Such expenditure need not con¬ 
sist only of public works construction projects, but may include social 
security payments of the sort to be explained in the next chapter, and, if 
necessary, other forms of relief. 

The Federal Employment Act.—Even if we do not accept this theory, 
there is much to be said for the view that it is the responsibility of govern¬ 
ment to give employment to idle workers if private industry cannot provide 
them with jobs. This responsibility is recognized in the Federal Employment 
Act of 1946, popularly known as the Murray Full Employment Bill. While 
this bill does not guarantee a job to everyone, it does clearly recognize the ob¬ 
ligation of the federal government to take steps for the maintenance of full 
employment. The law creates an Economic Council of three members, ap¬ 
pointed by the President, which is charged with the duty of preparing an 
annual report on economic conditions in the country, together with a fore¬ 
cast of probable trends in employment and production. The report is to 
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include recommendations designed to maintain a high level of employment 
and prosperity. The law also provides for the establishment of a Joint Con¬ 
gressional Committee on Economic Conditions, consisting of fourteen mem¬ 
bers—seven from the House of Representatives, and seven from the Senate. 
This committee will work with the Economic Council and sponsor a legis¬ 
lative program in Congress designed to accomplish the desired objective. 

Although the background of discussion out of which the Economic Coun¬ 
cil and the congressional committee developed had in view primarily the 
supplementing of private employment by jobs created through public ex¬ 
penditure, the work of these two bodies need not be confined to the planning 
of public works projects. Their program may eventually develop into a more 
comprehensive scheme of national economic planning. The significant thing 
is that if full employment is actually to be provided by government action, 
it will require sweeping measures of control dealing with various aspects of 
the economic process. Thus the problem of unemployment merges with 
many other economic problems that will be considered in later chapters of 
this book—problems of business cycles, of international trade, of public fi¬ 
nance, and of general economic planning. 

What Management Can Do.—The problem of unemployment in its 
broader aspects is beyond the control of individual businessmen; yet there 
are some things that enterprisers can do to reduce seasonal layoffs and casual 
fluctuations in their labor forces, by adopting policies that will tend to 
stabilize their activities. They can plan ahead so as to anticipate peak de¬ 
mands by producing surplus stocks during dull periods. The inducement 
of lower prices can be used to persuade customers to purchase in olf-peak 
seasons. Extensive advertising can sometimes build up an all-year-round 
demand for a product which would otherwise be seasonal. It is also possible 
for concerns to take on side lines which dovetail with the dull periods of 
their principal products. Employers can follow careful employment and 
placement policies which will reduce the turnover of workers in their em¬ 
ploy, and thus help to reduce the size of the idle labor reserve for their par¬ 
ticular plants. It is to the advantage of the employers to do some of these 
things voluntarily. The efficiency movement in industrial management is 
doing much to promote measures of this kind. But management will never 
do all that is possible along these lines until some pressure is put upon it to 
do so. Labor organizations are now bringing such pressure to bear by en¬ 
deavoring to persuade employers to guarantee a minimum number of weeks 
of employment to their employees in each year. Some concerns have already 
put such guarantees into effect. However, this device cannot provide full 
employment for everybody, because of cyclical depressions which no amount 
of care on the part of individual businesses can prevent. 

Two More Ways of Dealing With Unemployment. —There are two other 
devices which may be used to deal with the problem of unemployment. One 
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of these is for the government to guarantee to business enterprisers the sale 
of their output at prices which will afford them a reasonable return. On the 
basis of Say’s law it should be possible for the government to do this without 
loss to itself. Since this is primarily a plan to combat business depressions, 
further discussion of it will be deferred to the chapter “Economic Fluctua¬ 
tions,” which deals with that topic. The other device is unemployment 
insurance, which gives the workers a weekly income during periods of 
enforced idleness. This will be discussed more fully in the next chapter. 


Summary 

Our modern economic system is characterized by a large amount of un^ 
employment which constitutes a serious problem. According to neoclassical 
economic theory, full employment tends to be maintained automatically, 
through the operation of Say’s law and Marshall’s law of substitution. The 
monetary form of Say’s law holds that money incomes are identical with 
money costs; therefore the total purchasing power of income recipients is 
sufficient to buy the entire output of industry at prices which will cover the 
costs of producing it. The law of substitution states that employers will sub¬ 
stitute cheap factors for dear factors in production; therefore they will em¬ 
ploy labor instead of capital if wages are relatively low enougli. These two 
laws combined establish the proposition that the effective demand for labor 
should suffice to employ all the labor available, although not nccessarilv at 
high wages. However, these two laws cannot maintain full employment in 
fact unless the following assumptions are realized: (i) that human desires 
are indefinitely great; (2) that production will not be misdirected; (3) that 
the circuit flow of money will not be interrupted; (4) that wages and interest 
will be flexible; (5) that interest will maintain a balance between consumpH 
tion, saving, and investment. 

Since these assumptions cannot be perfectly realized, the following kinds 
of unemployment may result: (i) frictional, (2) technological, (3) cyclical, 
(4) minimum wage, and perhaps (5) chronic unemployment from secular 
stagnation. Frictional unemployment results from lack of perfect adjustment 
between specific demands and specific supplies in a dynamic world. Tech¬ 
nological unemployment is caused by a lag in the p)rocess by which the mar¬ 
ket reabsorbs labor displaced by mechanical inventions or changes in proc¬ 
esses. Cyclical unemployment accompanies periodic business depressions. 
Minimum wage unemployment results when trade union pressure or legis¬ 
lation will not permit wages to fall to the place where the effective demand 
for labor will equal the effective supply. According to Keynes and Hansen, 
chronic unemployment is threatened by the increased volume of savings that 
is accumulated in wealthy communities at the very time when economic 
maturity lessens the opportunities for investment, so that the savings cannot 
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be invested profitably without a fall in the rate of interest to an impossibly 
low level; hence they are not invested and employment declines. Unemploy¬ 
ment also results from disturbances of international trade following wars. 

Removal of the causes of unemployment calls for basic reforms in various 
phases of our economy, to be discussed in other chapters. Some specific cor¬ 
rectives of limited usefulness are: a comprehensive national system of public 
labor exchanges, the concentration of public works in times of depression, 
a broader program of public spending to absorb the unemployed, the stabili¬ 
zation of their plant operations by individual employers, the guaranteed sale 
of output by the government, and unemployment insurance. Reducing 
hours of work spreads the amount of employment available over a larger 
number of workers, but does not increase the total time of labor employed. 
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CHAPTER XI 


Social Security 


A. Workers’ Insecurity, and Some Preventive Measures 

Workers as Risk-Bearers. —Investors and business enterprisers are often 
represented as the chief risk-hearers in industry. However, this is a one-sided 
picture which overlooks the very real hazards which confront the wage- 
earning classes. The risks assumed by workers are quite as imminent as, 
and in some respects more serious than, those of property owners. The latter 
face the possible loss of part or all of their property if their business ventures 
are unsuccessful, but seldom are they completely ruined by such misfortunes. 
Moreover, the businessman is often able to shift a considerable portion of his 
risks to his employees, for one of the first things he dt>cs when times are bad 
is to lay off a part of his labor force, thereby reducing his own losses at 
their expense. At such times other employment may not be obtainable. The 
workers are then faced with unemployment, which is a major disaster for 
them, as we have already learned. In addition to unemployment, wage-earn¬ 
ers are subject to other dangers, such as diseases growing out of the nature 
of their occupations, and loss of life or limb from accidents which occur in 
connection with their work. These catastrophes are very serious, for they 
may leave their victims permanently disabled and with their earning capacity 
very much reduced or entirely gone. Society has been slow to recognize the 
importance of the problem created by these hazards. At first it regarded the 
matter as an individual one with which it need not concern itself; but gradu¬ 
ally it has become evident that something ought to be done to protect the 
wage-earners from loss and dependency growing out of such causes. It is 
such protection that is implied by the term “social security” (although “eco¬ 
nomic security” would be more appropriate). 

The nature and causes of the unemployment hazard have been sufficiently 
described in the last chapter, but the other risks of workers are yei to be 
explained. 

Industrial Accidents and Occupational Diseases. —In many occupations 
the employees are in constant danger of being injured from one kind of acci¬ 
dent or another. A hand or an arm can be mangled in whirring machinery; 
eyes may be blinded by explosions or flying specks of metal; skulls may 
be fractured or necks broken by falls from a building under construction; 
rock slides and escaping gases are an ever-present threat to miners; railway 
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workers may be killed or maimed in train wrecks. Each industry has its 
own particular hazards. The number of accidents, from such causes is very 
large. No less than 25,000 deaths, an equal number of permanent disabilities, 
and nearly two million injuries incapacitating the victims for more than 
three days each, result every year from industrial accidents in the United 
States. 

Illness is another calamity that is often a direct result of employment. 
There are many kinds of occupational disease which arise out of conditions 
under which people work. Working in air that is filled with dust or mineral 
particles subjects the wage-earner to the risk of contracting tuberculosis or 
silicosis. The handling of cattle sometimes causes the disease known as tra¬ 
choma. Exposure to heat and cold may lead to pneumonia. Working with 
radium, as in producing luminous dials for clocks and watches, introduces 
a dangerous poison into the system which is likely to prove fatal. The manu¬ 
facture of tetra-ethyl lead, now used so widely in automobile gasolines, may 
cause a kind of insanity, which has also sometimes proved fatal. A great 
many other examples could be cited from a wide variety of occupations. 

Industrial accidents and occupational diseases can be very much reduced 
by preventive measures. Accidents can be kept at a minimum by the use 
of safety devices, such as guards to prevent clothing or fingers from being 
caught in whirring machinery, goggles and masks to keep flying particles 
out of eyes, safety gates on elevator shafts, and so on. Much can also be done 
through a program of safety education directed at both employers and em¬ 
ployees, and by the proper training of workers in the handling of dangerous 
materials and machinery. The toll of occupational disease can be materially 
curtailed by surrounding the workers with sanitary and healthful conditions 
in the factory, and by frequent medical inspection to discover incipient trou¬ 
ble and to prescribe proper preventive measures before illness assumes a seri¬ 
ous form. Unfortunately, not all employers can be relied upon to take such 
measures voluntarily. There are always some progressive ones who will do 
so on their own initiative, but the laggards and less considerate businessmen 
will not, unless compulsion is used. Therefore, it is important that laws 
should require the use of protective devices and the maintenance of healthful 
working conditions and reasonable hours of employment, and that these laws 
should be supplemented by factory and mine inspection at frequent intervals, 
to see to it that their provisions are carried out. Such legal machinery is not 
only a matter of humanitarian sentiment,—it is essential for economic 
efficiency, for it prevents waste and loss of human producers and conserves 
them to increase the productive output of our industry. 

Premature Old Age.~The pace of mechanized production often shortens 
the life of industrial workers. The nervous strain of monotonous, repetitive 
labor, performed day in and day out at high speed under factory conditions, 
eventually weakens the human system. This strain is often aggravated by 
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the speeding up of production during the seasonal peaks of activity which 
are common in almost every industry. The situation has become such that 
many employers will not take on a new employee who has reached middle 
age in life. In a study made by the National Association of Manufacturers, 
30 per cent of the firms who replied to a questionnaire admitted an upper age 
limit for hiring workers ranging from 25 to 45 years.^ At the very time when 
this shortening of the working life is going on, medical science and modern 
sanitation are increasing the average life expectancy of the American people, 
thus leaving a longer period of old age to be faced after the working period 
is over. Among the well-to-do, retirement at a moderately early age does 
not present a serious economic problem, but the average workingman’s earn¬ 
ings are small, and it is difficult for him to lay by sufficient savings to provide 
for his support when the feebleness of later life renders him no longer fit 
for remunerative employment. If this problem were simply an inevitable 
result of having reached advanced years of life, it might be regarded pri¬ 
marily as a question of charity; but the fact that men are retired so early, 
and that the retirement comes out of the industrial methods that now prevail, 
raises the issue of whether we are not wasting man-power, and whether em¬ 
ployers are not escaping from a burden for which they are largely responsible. 
In any event, it is a scKial problem which cannot be overlooked in any pro¬ 
gram designed to improve the well-being of the whole of society. 

Loss of Market for Skill Through Technological Change.—Although the 
workingman does not usually have much, if any, material capital invested in 
industry, he does have a kind of human capital, embodied in his own skill, 
which represents an important form of investment by him. He may have 
devoted years of training and experience to the acquiring of this skill, and 
the higher wages he is able to earn because of it represent a return on his 
investment, comparable in some respects to the interest and dividends of the 
capitalist. The market for this skill may be lost through changes in the 
nature of the commodities used in everyday life. When the horse and carriage 
gave way to the automobile, blacksmiths, harness-makers, and the like were 
no longer needed. To be sure, there arose a new demand for skilled work¬ 
men in the automotive industries far exceeding the former demand for the 
displaced wage-earners, but a blacksmith or a harness maker, especially if 
no longer young, could hardly qualify for the new occupations. He was 
faced with a new situation in which the skill which for many years had sup¬ 
ported him at good wages was no longer demanded, and he probably had 
to accept unskilled employment where his earnings were considerably less. 
The replacement of kerosene lamps by electric lights, of orchestras in silent 
motion picture theaters by talking pictures, of coal-burning furnaces by oil 
burners, and many similar developments, have meant loss of earning power 

'Quoted in Harry W. Laidler, A Program for Modern America (1936), p. 92. 
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for thousands of employees whose special qualifications lost a market through 
the disappearance of the industries where they were in demand. It is the 
same when a change is made, not in the product itself, but in the method 
of producing it. There is hardly an industry in which new machine processes 
are not continually displacing some form or other of skilled labor. The hand 
compositor finds himself replaced by the linotypist, the glass blower gives 
way to the glass-blowing machine operator, the skilled lacemakcr yields to 
lace-making machinery, and so on. In every such case a difficult problem 
of readjustment faces the displaced workers. 

Vocational Training and Rehabilitation.—The development of an ade¬ 
quate system of industrial training for both young people and adults will 
help workers to avoid the disastrous results of some of the risks that have 
been described, by enabling them to adapt themselves better to their changed 
situations- Such training can be utilized to rehabilitate the victims of indus¬ 
trial accidents or disabling diseases, by teaching them new skills compatible 
with their physical handicaps. By diversifying the skill of workers, so that 
they can qualify for more than one occupation, it eliminates the dependence 
of an individual on a single industry and may thereby help to reduce seasonal 
unemployment. An important contribution which such a program can make 
is to equip all workers for some definite trade or trades. It is among the 
unskilled who lack such training that irregularity of employment is most 
prevalent. Much progress is being made along this line through compulsory 
education laws which prevent children from leaving school at an early age 
in order to enter unskilled occupations. In many of our public school sys¬ 
tems, also, vocational courses are being introduced, which at least start the 
boys and girls in a course of training for some skilled trade. The develop¬ 
ment of continuation schools, carried out through cooperation of employers 
and school officers, which carry on the education of young workers for some 
months or years after they leave school, is likewise a helpful step in prevent¬ 
ing them from falling into the ranks of unskilled casual workers. It is also 
possible to utilize the idle time of adults during periods of unemployment 
by placing them in classes which will train them, either for more skilled 
work than that which they have been doing, or for work of equal skill in 
some other industry, in case the demand for their type of labor has dis¬ 
appeared. 

Vocational training of adults may likewise be of some assistance in mak¬ 
ing workers who are past middle age valuable to employers. However, this 
has its limits, for training alone will not make a person fit for work if his 
health has been broken down by the fast pace of industry. That calls for 
more healthful conditions of work, or, possibly, a working day of shorter 
length. Neither will it make employers willing to hire older workers if they 
have a preference for younger ones. That may call for some re-education of 
employers. The major problem of finding jobs for substandard workers, 
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whether their substandard status be due to lack of training, accident, illness, 
or old age, is to create a demand for labor so insistent that employers will be 
forced to hire them for lack of available workers. So long as the effective 
supply of labor exceeds the demand for it, employers will pursue a selective 
policy of hiring, under which the better trained and more efficient workers, 
for the most part, will continue to hold their jobs, while those who are least 
efficient will be unemployed. Let the demand for labor be sufficiently strong, 
however, and the less efficient will be employed at such tasks as they are 
capable of performing. 


B. Social Insurance 

Business Costs and Social Costs.—In spite of all that can be done along 
the lines suggested above, and in the preceding chapter, to reduce the risks 
of workingmen, they cannot be wholly eliminated. Some incapacity resulting 
from accidents and occupational diseases, some old age dependency, and 
some unemployment will still remain. In an individualistic society, the 
burden of meeting these risks falls upon the workers, who are often either 
unable or unwilling adecjuately to provide for them. The great masses of 
workingmen do not look ahead to the future with as much foresight as they 
might, and are inclined not to anticipate the distress that may come upon 
them from unforeseen misfortunes. Moreover, the incomes of wage-earners 
are often too small for them to accumulate sufficient savings to shoulder this 
burden. The result is that, when disaster occurs they must rely upon private 
philanthropy or public charity. So the burden of caring for them constitutes 
a social cost which must be met by the community in one way or another. 

Would it not be better for these costs to be assumed by industry? Since 
all of the risks with which we are here concerned arise out of industrial 
conditions surrounding the workers’ employment, it would be logical to 
charge the cost of supporting these workers to the industries involved. Just 
as the expense of repairing a machine which breaks down in use constitutes 
a cost which must be recovered from the price of the commodity, so should 
the medical expenses of a worker injured in the course of his employment 
be similarly charged to the cost of production. By similar reasoning the 
dependency of old age is just as truly an industrial cost as is the depreciation 
of capital, and the burden of supporting unemployed workers just as truly 
a cost as the overhead expense of maintaining an idle plant. But these 
workers’ costs do not appear in the accounts of the businessman, so long 
as he is not responsible for paying damages or wages to his workers when 
they are incapacitated or unemployed. When accidents or illness occur, or 
when business activity is slack, he lays off the workers and throws the bur¬ 
den of their support upon society. This suggests that we need a device which 
will convert the social cost of maintaining labor under such conditions into 



262 


APPLIED ECONOMICS 


a business cost which will appear in the accounts of the businessman. The 
needs of the worker will then be cared for in a more business-like fashion, 
and (what is equally important) a strong incentive will be put upon man¬ 
agement to reduce such costs to their minimum by preventive measures. 
Social insurance is a device that can be so designed as to accomplish that 
purpose. 

The Nature of Social Insurance.—The risks of workingmen are in many 
respects similar to such risks as those of fire and death, which are com¬ 
monly dealt with by insurance. The method of insurance is appropriate to 
meeting any risk that is widely distributed, frequent in occurrence, and 
capable of being measured statistically. Insurance pools the risks of a great 
many individuals in a common fund, to which all contribute a small pay¬ 
ment, and out of which the losses of particular individuals are paid. By this 
means the chance of catastrophic loss to particular individuals is transformed 
into a small regular cost, shared by all those who participate in the insurance 
project. It is mutual risk-bearing. 

When this principle is applied to the risks of workingmen on a large 
scale, with government encouragement, compulsion, or participation, it is 
known as social insurance. Sometimes it is known simply as workingmen's 
insurance. It is applied to such contingencies as industrial accidents, sickness, 
death, invalidity, old age, and unemployment. Some forms of working' 
men’s insurance are voluntary, depending upon the willingness of the work¬ 
ers to pay the premiums to insure themselves, but it has usually been found 
that this method does not reach the people who need it most. Therefore, 
compulsory social insurance, in which the government uses its power to see 
that all the workers needing protection are covered by it, has come into 
vogue. This appears to be the most satisfactory method of providing for the 
losses which workingmen suffer from the risks described. 

Social insurance also differs from insurance of the ordinary kind in that 
the cost of it is not usually borne entirely (and sometimes not even partly) 
by the persons insured. Since the employer is partly responsible for the risks 
run by his employees, it is felt to be just that he should bear a part (or even 
all) of the costs of insuring them. Moreover, this accords with the principle, 
explained above, that business accounts should be made to include the social 
costs of protecting workers against the losses occasioned by the risks which 
they encounter in their employment. The state also sometimes contributes 
to the insurance funds out of its general revenues because of its interest in 
this essentially social problem, and because, where such insurance is not avail¬ 
able, the state is likely to have to provide for relief of the poverty brought 
about by workers’ risks. 

National Social Insurance Systems. —Compulsory social insurance began 
in 1883 with the passage of an accident insurance act in Germany under the 
influence of Bismarck, who sought to combat socialistic propaganda by 
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developing a paternalistic state which would look after the interests of its 
working classes. The system was soon extended to sickness and old age 
dependency. Following the example of Germany, other nations adopted 
similar measures, so that, by the outbreak of the First World War, compre¬ 
hensive systems of national social insurance had become an established insti* 
tution in most of the countries of Europe, as well as in Australia and New 
Zealand. As a result of this legislation, fully two-thirds of the people gain¬ 
fully employed in Germany and several million workers in Great Britain 
were under the protection of this insurance. At first the risks covered in¬ 
cluded only accident, sickness, and old age disability, but in 1911 Great 
Britain adopted its National Insurance Act, which included protection against 
losses from unemployment also. By 1920 this act had extended its coverage 
to more than twelve million people. In the interwar depression Germany 
also adopted a system of unemployment insurance, and this feature was 
eventually incorporated into the insurance schemes of most countries. 

Impartial observers of these systems substantially agree in the judgment 
that they have been reasonably successful, except in the case of unemploy¬ 
ment insurance. None of the unemployment funds was prepared for the 
extraordinary drains made upon them by the serious interwar depression. As 
a result they incurred huge deficits which had to be made up by loans or 
outright grants from the state. Although the payments made to the worker 
under the insurance plans are very modest, seldom amounting to more 
than half the wages he has customarily earned, they do assure him a mini¬ 
mum of support during periods when be is unable to earn wages, and they 
have certain incidental advantages. As a part of his sickness benefits, for 
instance, the insured worker receives free medical and hospital care, and the 
health services which have been built up in connection with this insurance 
have been a valuable feature of the systems. In connection with unemploy¬ 
ment insurance, nation-wide systems of labor exchanges have been established 
which help to organize the labor market along the lines suggested in the 
preceding chapter. There is no doubt that social insurance has become a 
fixed institution in those countries which have experimented with it, so that 
there is little question about its permanency. In the case of England, indeed, 
the idea of social insurance has become so generally accepted that, at the 
close of the Second World War, a government commission brought in a 
remarkable report, recommending a wide extension of the system that would 
insure every Englishman (regardless of his economic position) “from the 
cradle to the grave.” With the British Labor party in power, steps are being 
taken to put this program into effect. 

The United States was slow to adopt a similar system, partly because of 
the stronger hold which the philosophy of individualism has upon our people, 
and partly because of our peculiar legal institutions. The greater freedom 
of opportunity and the relatively high wages prevailing in this country 
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seemed to make social insurance less necessary, while our system of state 
sovereignty made it difficult for the federal government to inaugurate such 
a scheme. Initiative had to be left to the several states, which were tardy 
in recognizing the need. Notwithstanding these difficulties, considerable 
progress was made in the development of accident insurance, through state 
workmen s compensation laws, and a few states adopted other forms of social 
insurance; but not until 1935, with the passage of the Social Security Act, 
did we make any significant move toward a comprehensive national system 
of social insurance. These developments will now be described. 

Workmen’s Accident Compensation in the United States.—For many 
years it was the practice in this country to leave the worker to shift for 
himself when injured by accidents sustained in the course of his employment. 
Under the common law, he might sue his employer for damages, but if the 
employer could show that the worker, through his own negligence, con¬ 
tributed in any way to the injury, or that a fellow employee was partly 
responsible, the injured worker could not recover. Since something of the 
sort could be shown in most cases, the employer usually escaped responsi¬ 
bility. The worker then had to foot his own medical bills, suffer a loss in 
wages during his period of incapacity, and perhaps be permanently unable 
to resume his former, or even any, occupation. So it became apparent that, 
if workers were to be adequately protected and cared for, society must find 
some means of doing it. 

Laws compelling employers to insure their employees against accidents 
have been declared unconstitutional in the United States, but a way has been 
found to accomplish the same result by so-called workmen’s compensation 
acts. The first of these was enacted by the New York legislature in igio. 
Today all but one or two states have some form of workmen’s compensation 
legislation. In a number of the states the laws provide that the employer can 
no longer make the contributory negligence or fellow workman pleas as a 
defense against his liability for damages. At the same time they give him 
the option of paying compensation at certain rates provided in the law, 
instead of subjecting himself to suit. With his most effective defenses no 
longer available, the employer is almost certain to lose any such suits that 
are brought against him. He usually prefers to pay the compensation pro¬ 
vided in the laws, and the most convenient way for him to do this is to 
insure his accident risks with some insurance company that specializes in 
that kind of business. The compensation laws frequently provide for the 
establishment of such companies, or this may be left to private initiative. 
The amount of the compensation varies with the gravity of the injury sus¬ 
tained, in accordance with a schedule provided in the statute. 

At present the tendency is to increase compensation, reduce the delay in 
filing and administering claims, and supervise private casualty companies 
with greater care than in the past. There is also a trend toward widening 
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the scope of the laws to include occupational diseases; a number of states 
and the federal government are now making no distinction between indus¬ 
trial accidents and other sickness directly attributable to industry. The equal¬ 
izing of competitive conditions by the adoption of uniform state compensa¬ 
tion acts is desirable, but it seems to be unlikely of accomplishment in the 
immediate future, due to the desire of some states to attract industry, even 
at high social costs. 

Rehabilitation of Disabled Workers. —It was explained above that much 
can be done, by suitable methods of education and training, to help the 
victims of industrial accidents or disabling diseases to re-establish themselves 
in occupations that are compatible with their physical handicaps. This is 
much better than leaving them to depend upon charity for the rest of their 
lives. Some progress toward meeting this need has been made by the crea¬ 
tion (in 1920) of a Federal Board for Vocational Education. The program 
is one of cooperation between the federal government and the states, under 
the general supervision of the federal board. The federal government matches 
funds appropriated by the states, and the work of rehabilitation is under the 
general supervision of the board. In carrying out the program, the various 
cociperating agencies endeavor to find the people who are in need of train¬ 
ing, advise them concerning possible occupations suited to their capacities 
and temperaments, train them for such occupations, and find them oppor¬ 
tunities for employment. In order to make sure that they have really been 
rehabilitated, the cases are followed up for a considerable period of time 
after their initial employment. No charge is made for these services. Al¬ 
though this work is pointed in the right direction, it is, at present, reaching 
only a small proportion of those who need to be helped. It needs to be 
greatly expanded, and supported by more generous financial appropriations. 

The Social Security Act.—In spite of the legal difficulties which stood 
in the way of national social insurance in this country, for years there had 
been agitation for the development of something comparable to the social 
insurance systems which prevailed in Europe. When unemployment became 
so vast during the great depression of the 1930’s, this agitation came to a 
head. The result was the passage (in 1935) of the Social Security Act. This 
act has since been amended from time to time. It provides for old age 
pensions and annuities, unemployment compensation, vocational rehabilita¬ 
tion, security for children, aid to the blind, and extension of the public health 
services. It also makes a modest, though insufficient, contribution to an 
industrial training program, by granting some financial aid to the states for 
the purpose of vocational rehabilitation of the physically disabled. It should 
be noted that accident insurance is not included, presumably because this 
form of insurance had already been fairly well developed by the states 
prior to the passage of this law. Sickness insurance is also lacking. 

In order to avoid the constitutional difficulty of infringing upon state 
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sovereignty, the act allows the several states to formulate their own old age 
and unemployment insurance systems, but encourages them to conform to 
certain national requirements by offering a subsidy from the federal insur¬ 
ance funds to those states that meet specified minimum standards. For 
instance, the federal government will contribute as much as twenty dollars 
a month per person for old age pensions on condition that the states do like¬ 
wise, and it will return to the states 90 per cent of the taxes it collects for 
unemployment insurance, if they have satisfactory unemployment insurance 
systems of their own. These provisions place the states in the position of 
having to set up social insurance systems which will satisfy the federal re¬ 
quirements if they are to receive any benefit from the taxes levied by the 
act on employers and employees within the state jurisdictions. The result 
is that the states have enacted the necessary legislation, so that there is now 
in effect a widespread system of social insurance in this country, although 
it varies considerably in certain details from state to state. 

At the head of the system is a Social Security Board of three persons, 
charged with the task of administering the whole program in so far as it 
lies within federal jurisdiction. It has considerable authority over the state 
systems of old age pensions and unemployment insurance (although not as 
much as some critics think desirable), and it manages directly the old age 
annuities plan presently to be described. In addition, it is charged with the 
task of studying the whole problem of social insurance and making rec¬ 
ommendations as to legislation and matters of administrative policy in con¬ 
nection therewith. The Chairman of the Social Security Board, the Secretary 
of Labor, and the Secretary of the Treasury, compose the Board of Trustees 
of the ‘'Federal Old Age and Survivors Insurance Trust Fund,” which con¬ 
sists of the funds collected and held in “trust” under the act. These funds 
will be discussed below. 

Old Age Annuities and Pensions Under The Act,—The Social Security 
Act sets up two distinct systems for dealing with old age. One of these, 
designated as old age annuities, is based on insurance principles. It provides 
retirement annuities for most wage-earners in this country, except the follow¬ 
ing, who are specifically excluded: farm workers, domestic servants, casual 
laborers, seamen in United States waters, government employees, and those 
employed by educational and philanthropic organizations. The plan requires 
the covered employees to pay a tax of one per cent on the first $3,000 of their 
annual wages, this tax being deducted from their earnings by their employers, 
and remitted by the latter to the federal government. Employers must also 
pay a tax of one per cent of their payrolls, thus matching the contributions 
of their workers. Originally it was provided that these taxes should be 
increased gradually to three per cent each, on both wages and payrolls, but 
these increases have been repeatedly postponed by amendments to the act, 
so that the rates remain at one per cent. Annuities under the plan begin at 
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the age of 65 and range from a minimum of ten dollars a month up to 
eighty-five dollars. They are continued until the death of the annuitant. 
Additional allowances are made for dependent wives, widows, and children. 
The total number of insurance accounts now carried on the books of the 
ScKial Security Board under this plan exceeds fifty million. 

To provide for the needy aged who are not eligible to old age annuities, 
or whose annuities under the foregoing plan would be inadequate, there is 
another part to the old age program, designated in the act as old age assist¬ 
ance, This is a system of outright pensions, paid for jointly by the federal 
and state governments. To secure the cooperation of the states, the Social 
Security Board is entrusted with the apportionment of a federal subsidy of 
several million dollars to those states whose old age assistance plans meet 
certain minimum requirements. The latter are designed to secure central¬ 
ized and uniform administration of pension plans within the state and to 
prevent discrimination against applicants for old age assistance. To qual¬ 
ify for federal aid, a state pension plan may not require an age of more 
than sixty-five years for eligibility, nor that the recipient shall have resided 
in the particular state more than five years out of the previous nine, nor may 
it make any provision which excludes a citizen of the United States. Upon 
approval of a state plan by the Social Security Board, the federal government 
will match state old age [oensions dollar for dollar up to a maximum federal 
payment of twenty dollars a month for each dependent sixty-five years old 
or older. Inmates of public institutions are excluded. In addition, each state 
receives 5 per cent of the basic subsidy, which need not be matched and may 
be used for administrative purposes or for direct old age assistance, or both. 
Under this plan, indigent aged persons will generally receive pensions that 
will bring their total incomes (from all sources) to forty dollars per month, 
for the states are not likely to appropriate more than the federal government, 
and they must ofTer twenty dollars in order to get the full benefit of the 
subsidy. 

Unemployment Insurance Under the Act.—The unemployment provi¬ 
sions of the Social Security Act leave it to the states to formulate their own 
specific programs. The federal government grants the states a subsidy only 
in an amount sufficient to cover the expense of administering their laws; 
but there is a federal tax designed to induce the states to adopt unemploy¬ 
ment insurance plans. This is a tax of three per cent of their payrolls on 
all employers w'ho have employed eight or more workers during each of at 
least twenty weeks in a given year; but where employers have contributed 
to qualified state unemployment funds, such contribution is deductible from 
the tax up to 90 per cent thereof. Thus a state must have an approved 
unemployment insurance plan to avoid losing the tax to the federal govern¬ 
ment. To secure the approval of the Social Security Board, the state acts 
must contain certain specified provisions. All payments must be made 
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through public employment offices. All money received in the state unem¬ 
ployment compensation fund must be paid into an Unemployment Trust 
Fund in the United States Treasury, where it is credited to the respective 
states if their plans are approved. Withdrawals may be used only for com¬ 
pensation payments. Compensation may not be denied to eligibles who 
refuse available employment because of a labor dispute, or who refuse em¬ 
ployment requiring membership in a company union or forbidding mem¬ 
bership in a bona fide labor organization. Since all state laws must satisfy the 
same set of prerequisites for approval, some uniformity among them will 
necessarily result, but a wide measure of state autonomy is granted by the 
act. Decisions concerning eligibility, waiting time, maximum and minimum 
benefits, the wage groups to be covered, and the actual running of the sys¬ 
tem, as well as contributions by workers, are left to the states. 

Unemployment among railroad employees in the United States is covered 
by a special insurance plan, operated by the federal government directly 
instead of coming under the above program. It is financed by a three per 
cent tax on payrolls. The benefits are somewhat larger than those usually 
allowed by the state unemployment insurance programs, ranging from $175 
a day up to $4, with the proviso that total payments must not exceed ten 
times these amounts in any two-week period, nor a hundred times these 
amounts in any one year. Since the plan is national, the benefits are uniform 
throughout the country. 

In providing compensation to workers for periods of unemployment, 
there is a danger that some will remain idle voluntarily, preferring fo live 
on the insurance benefits rather than to work for a living. To guard against 
this abuse, it is important that the recipients of out-of-work benefits be re¬ 
quired to register with an employment office and to accept suitable employ¬ 
ment if it can be found for them. This makes it necessary for a system of 
government labor exchanges to be operated in conjunction with the program 
for unemployment insurance, if the latter is to be carried out efficiently. It 
is also considered wise to keep the payments to the unemployed considerably 
below the wages they are capable of commanding in industry, in order that 
there will be a sufficient inducement to them to prefer remunerative em¬ 
ployment if they can get it. In dealing with these matters, the Social 
Security Act requires that state employment benefits, to come under ‘the 
plan, must be paid through public employment offices or such other agencies 
as the Social Security Board may approve. However, a state cannot refuse 
compensation on the ground that employment is available if wages, hours, 
or other conditions of the work offered arc substantially less favorable to the 
individual than those prevailing for similar work in the locality. 

A nice question that arises in connection with unemployment insurance 
is whether workers who are striking against their employers should be en¬ 
titled to benefits. They are unemployed, certainly, but the unemployment is 
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made by their own unions and is thus, in a sense, voluntary. For the state 
to support them would be equivalent to taking their side, regardless of the 
merits of the dispute. Yet if they arc not given relief, innocent wives and 
children may be in distress because the family income is cut off, and workers 
who are prevented against their will from working may also suffer. Most 
states deny unemployment compensation to strikers, but allow it for those 
thrown out of work involuntarily by a strike. The Social Security Act pro¬ 
tects strikers to the extent of prohibiting the states from denying compensa¬ 
tion to unemployed workers who refuse to take new jobs in plants where 
there is a labor dispute. 

Minor Provisions of the Social Security Act.—The Social Security Act 
makes provision for blind persons who are unable to support themselves, 
by a program very similar to the old age assistance plan. The federal gov¬ 
ernment matches state pensions to the indigent blind up to a maximum of 
$20 a month. The federal government will also match the states dollar for 
dollar in caring for children living with parents or other close relatives 
where there is need for assistance. The maximum payments offered by the 
federal government for this purpose are $9 a month for the first child in a 
family and $6 for each additional child. 

The Social Security Act also provides financial appropriations for extend¬ 
ing the public health program of the federal government, and for increasing 
the work of rehabilitation carried on by the Federal Board for Vocational 
Education, which was described above. 


C. Desirable Objectives for Our Social Security Program 

Sickness Insurance.—The American people sustain a heavy loss every year 
because of illness. There is not only the cost of medical care and hospitaliza¬ 
tion, but also the loss of wages and products resulting from inability of the 
laborers to work during the course of their illness, and often permanent 
reduction of working ca[')acity because of the ravages of disease. These costs 
could be greatly reduced by an adequate program of medical care. Such 
care will not be provided if left entirely to the individual. Many of the 
people are too poor to pay for it. They have not sufficient reserves to carry 
them through periods of sickness; therefore they remain at work during 
minor illnesses, or in the earlier stages of more serious ones, because they 
do not want to lose wages by staying away. Neither do they want to go to 
the expense of consulting a physician if it is not absolutely necessary. The 
result is that much subnormal health is allowed to go unremedied, and many 
diseases that might have been trifling if taken care of in their earlier stages 
are allowed to become serious. 

This situation suggests the need for including some provision for sickness 
in the system of social insurance. If all the people are to be covered, such 
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sickness insurance should be made available to everyone in a manner similar 
to the provisions for unemployment and old age. It is perfectly feasible to 
meet the sickness risk by insurance. The occurrence of disease, and the 
amount of expenditure necessary to provide for it, can be calculated statis¬ 
tically with sufficient accuracy for prediction and the application of actuarial 
principles. The benefits provided by such insurance should include medical 
examination and treatment as well as hospital care, and there should be some 
reimbursement for the loss of wages occasioned by illness. The cost of 
carrying out such a program would be very heavy, but it would probably 
repay itself in the greater productivity that would result from the improved 
health of our people. The increased national income made possible by a 
working population of sustained good health, and by reduction in the amount 
of time lost from work through illness, would probably exceed the amounts 
paid out in insurance compensation. 

There is ample precedent for comprehensive sickness insurance in the 
social insurance programs of Europe. Such insurance is provided in Great 
Britain, Germany, and many other countries. Usually the cost is met by 
taxes on both wages and payrolls, with sometimes a subsidy from the state. 
Similar arrangements could easily be incorporated into the American social 
security program. Foreign experience indicates that one of the first problems 
to arise in insurance of this kind is the practice of malingering. A malingerer 
is a person who feigns illness, in this case to make himself eligible for sick¬ 
ness benefits out of the insurance fund. However, physicians have learned 
how to detect such frauds, so that the problem is capable of being dealt with 
satisfactorily. The consensus of authorities who have investigated the results 
where general sickness insurance has been long established is to the effect 
that the health of the people has been greatly improved by it. 

There is strong opposition by medical organizations in this country to 
‘‘socialized medicine,’’ which they believe that sickness insurance would 
bring about. They fear that physicians would lose their private practices, 
and their independence of judgment and treatment would be hampered by 
bureaucratic dictation. They argue also that patients would no longer be 
able to choose their own personal physicians—that they would not receive 
the same individual care they now do, but would become mere cases in a 
regimented organization. They point out, finally, that the poor are now 
given free treatment in the wards of most hospitals, so that there is no 
necessity for insurance. These arguments overlook the plain fact that there 
is an urgent need which is not being met under existing arrangements. The 
health of the masses is not being adequately looked after. Hospital facilities 
are not usually available in rural districts, and, anyway, people do not go to 
the wards except under the stress of serious illness. They are deterred partly 
by inertia, partly by unwillingness to stay away from work at the expense 
of losing wages, and partly by reluctance to undergo the stigma of accepting 
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charity. They need to have more extensive medical facilities provided as a 
matter of right, and not as a matter of charity. Sickness insurance need not 
destroy private medical practice. It is perfectly possible to work out a plan 
whereby the patient is given an allowance from the insurance funds which he 
can use to pay a physician of his own choice. There will always be room, 
also, for specialists to develop lucrative practices among the well-to-do, as 
they do now. The general demand for medical services, and the number 
of physicians required, under a comprehensive program of sickness insurance 
would be greater than it now is, so that the medical profession, as a whole, 
would probably benefit. Besides, the special interests of a private group 
should not be allowed to stand in the way of a much needed social reform. 

In spite of the opposition of organized medicine, there has developed in 
this country a large number of hospital plans which provide their members 
with allowances for hospital care on insurance principles. Medical groups 
have been brought reluctantly to approve these plans, in the hope that they 
will prove a substitute for more comprehensive sickness insurance. The plans 
do not meet the need, however, because they reach only a relatively small 
proportion of the people, and very few plans as yet cover physicians’ fees or 
medicines. The poor, who need such protection most, usually do not feel 
that they can afford the payments required. It is likely that sooner or later 
we will overcome these difficulties by introducing a national program of 
sickness insurance into our social security system. 

National vs. State Systems of Social Security.—Our present system of 
social security is a mixture of federal and state programs. Accident com¬ 
pensation is exclusively in the hands of the states, old age pensions and un¬ 
employment insurance are operated by the states with federal subsidies and 
some amount of federal supervision, while old age annuities are operated and 
financed entirely by the federal government. This division of authority 
results in lack of uniformity and needless complexity. Although the Social 
Security Board has authority to set certain minimum standards, to which the 
states must conform if thev are to receive federal subsidies, there is yet room 
for wide variation in eligibility requirements and benefits paid. In many 
states the standards are low and the benefits inadequate. These weaknesses 
lead many experts in the field of social security to believe that an adequate 
system can be attained only by having all forms of social insurance central¬ 
ized in the hands of the national government. 

There are two obstacles to such centralization. One is inherent in the 
constitutional provisions that protect the sovereignty of the states. This could 
be overcome by a constitutional amendment, but it is not likely that public 
sentiment would support such a move in the near future. A second obstacle 
exists in the fact that there are significant differences in living costs and 
population characteristics in different parts of the country that would make 
it difficult to enforce uniform standards in all the states. For instance, un- 
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employment and old age allowances that would be sufficient in the South 
would be quite inadequate for workers in some of our northern cities. Prob¬ 
ably the wisest policy under existing circumstances is to continue a program 
of state social security systems with federal aid and a certain amount of 
federal supervision. Greater uniformity and simplicity of administration 
can gradually be worked out by conferences and cooperation, under the 
leadership of the Social Security Board. 

The Method of Financing.—Two problems arise in connection with meet¬ 
ing the costs of social insurance: (i) who should bear the costs, and (2) 
how they should be distributed in time. 

At present, the costs in this country are met partly by taxes on payrolls 
and partly by taxes on wages, as we have seen. Some students of social 
security problems object to the payroll taxes because the incidence of these 
taxes is uneven. Some industries employ a larger proportion of labor in 
relation to their capital equipment than others, so that their payrolls con¬ 
stitute a larger proportion of their total costs. This means that the payroll 
taxes fall more heavily upon them—which, it is argued, is unfair. Not only 
that, but the industries in which these taxes are heaviest are likely to organize 
pressure groups to force the passage of laws that will reduce this burden. 
Notwithstanding these objections, it is the judgment of the present writers 
that payroll taxes are a desirable method of financing the social security 
program because these taxes have the effect of causing employers to include 
in their cost accounts a part, at least, of the social costs associated with the 
employment of labor in their businesses. This is in accordance with the 
principle explained in an earlier paragraph. Indeed, the full application of 
this principle suggests that most of the expense of the social security program 
should be financed in this way. The objection that the incidence of payroll 
taxes is uneven is not convincing. Just as every business must pay wages in 
proportion to the number of employees it hires, so should it expect to pay 
for its workers’ risks in like proportion. There is nothing unfair about this, 
for the payroll taxes do not come out of the employer’s personal income. 
They are included in his production costs, and added to the prices of his 
products. It is entirely proper that the price of every product should include 
the social costs of producing it. However, in the case of old age and sickness 
insurance, it is probably wise to have the individual worker contribute some¬ 
thing out of his wages in order to encourage personal habits of thrift, and 
to discourage the attitude of expecting largesse from the public treasury for 
every contingency. 

How the costs should be distributed in time is a question of whether 
social security benefits should be paid for out of taxes collected in the year 
when the payments are met, or whether reserves should be accumulated in 
advance for this purpose. Private insurance companies provide retirement 
annuities and life insurance by accumulating, during the life of the insured, 
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a sufficient capital sum to make the payments when they fall due. In the 
beginning, the federal old age annuity program contemplated a similar ar¬ 
rangement. The wage and payroll taxes collected in the early years of the 
plan were expected to exceed the retirement annuities paid out. The excess 
was to be held by the treasury as a reserve, invested in United States govern¬ 
ment bonds, the interest on which would help later to pay the annuities. 
It scx)n became apparent that these reserves would eventually amount to a 
staggering sum, which would create serious political and financial problems. 
Furthermore, the fund was quite unnecessary. Unlike a private insurance 
company, which must have a reserve of income-yielding investments to fall 
back upon if current receipts of premiums are not sufficient to pay the benefits 
which it is obligated to make, the federal government has taxing power 
adequate at all times to meet insurance payments as they come due. In its 
case a reserve is largely a delusion, for it consists of the government’s own 
securities, interest on which must be paid out of taxes anyway. Why then 
go through the fiction of taxing the {xx>ple to pay interest on bonds held as 
insurance reserves, which interest will be paid to wage-earners for old age 
benefits, when the same end could be accomplished more simply and directly 
by taxing the people to pay those benefits in the first place? 

A good deal is to be said in favor of the reserve principle in the case of 
unemployment insurance. Payments of such insurance are likely to be great¬ 
est in times of business depression, when revenues from taxes are likely to 
decline. If cash reserves arc accumulated during prosperity, and then paid 
out to wage-earners as unemployment benefits in periods of depression, they 
will swell the total volume of consumer expenditures during the slump, thus 
tending to ofiset the decline in demand which is a feature of the depression, 
and thereby lessen its severity. In other words, social security collections and 
payments can lx organized in such a way as to compensate in some degree 
for the alternations of ordinary expenditures by the people. This possibility 
will be more fully discussed in Chapters XIII and XXVL 

The original reserve piovisions of the Social Security Act were modified 
so as to reduce the size of the reserve, so that the present program is based 
partly on the pay-as-you-go and partly on the reserve principle. Collections 
and payments, however, have not yet been arranged on the compensatory 
principle of offsetting the alternations of private business activity. 

Security vs. Initiative. —The contemporary emphasis upon social security 
for workers is only one phase of a more general tendency to seek protection 
against the risks of economic loss wherever they appear in industry. Some 
observers have expressed the fear that this seeking after security may kill the 
spirit of progress. Our remarkable achievements in the field of production 
have been attained by initiative and enterprise on the part of bold leaders who 
were willing to risk their savings and their personal prospects in the adventure 
of developing the resources of this continent. Only by such venturesome 
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enterprise, it is held, can our economic progress be continued. The occur¬ 
rence of severe depressions, and the general economic breakdown that pre¬ 
vailed between the two world wars, has made our ecojiomic life so hazardous 
that people are losing the spirit of adventure and seeking in various ways to 
entrench themselves in positions of security. Monopolistic trade agreements, 
investment in bonds instead of in common stocks, labor’s demand for a 
guaranteed annual wage, and the development of social insurance, are cited 
as illustrations of this trend. 

There is some truth to these objections, but they hardly constitute a suf¬ 
ficient argument against the desirability of a social security program. The 
problem of business depressions can be dealt with if we set ourselves reso¬ 
lutely about it. Given suitable monetary institutions and other reforms in 
our economic system that will be suggested in various chapters of this book, 
some of the more serious hazards of industry can be reduced to reasonable 
proportions. There will then be scope for individual initiative to exercise 
itself with prospects for success in a large enough number of cases to prevent 
the spirit of progress from being killed. There are always some venturesome 
spirits who are willing to undertake risks for the sake of possible gains. A 
program of social insurance for the masses, to protect them against cata¬ 
strophic losses arising out of economic conditions over which they have no 
control, need not interfere with a willingness on the part of those who have 
imagination and ambition to embark upon new enterprises that blaze the 
trail to economic progress. 

Summary 

Workers in industry are subject to a variety of risks which include un¬ 
employment, industrial accidents and occupational disease, premature ok! 
age, and loss of market for their skill through technological changes. The 
reduction of these risks requires the prevention of accidents by use of safety 
devices and a program of safety education, a decrease in occupational disease 
through more sanitary working conditions, vocational training and re¬ 
education, and the various measures for dealing with unemployment that 
were discussed in the last chapter. 

Further measures are needed to convert the social costs of maintaining 
disabled and unemployed labor into business costs. Social insurance will 
help to do this. National scKial insurance systems, which pay benefits to 
workers in cases of accidents, sickness, old age, and unemployment, are 
widespread in European countries. In this country, most states have de¬ 
veloped systems of workmen’s compensation for accidents, placing the entire 
burden on the employer. The Social Security Act now provides for old age 
pensions and annuities, and unemployment compensation for certain cate¬ 
gories of workers, under the supervision of a Social Security Board. The old 
age pensions are paid by the state and federal governments. The cost of the 
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annuities is shared by workers and employers through payroll and wage 
taxes levied for the purpose. Unemployment insurance is financed by a three 
per cent tax on payrolls. There are minor provisions for the blind, needy 
dependent children, public health, and vocational education. 

There is need for the addition of sickness insurance to our social security 
system. The program also needs greater uniformity and centralization, 
which are difficult to attain Ix^cause of the division of federal and state 
sovereignties, d’here is controversy over who should bear the burden of 
social insurance costs. Payroll taxes are justified as a device for introducing 
social costs of production into business cost calculations, and wage taxes are 
needed to develop habits of individual thrift and responsibility. The pay- 
as-you-go principle of financing is better than the reserve principle for old 
age annuities, but the accumulation of reserves in prosperity, to be paid out 
in unemployment benefits in periods of depression, is a useful device to help 
compensate for the alternations of the business cycle. There does not seem 
to be much justification for the feeling that social security systems tend to 
dampen the spirit of initiative in economic life. 


1 ^EFPJ<ENCES AND SUCJGESTIONS FOR FURTHER READING 

An excellent presentation of the problems of social insurance and how they 
have been met in various countries is contained in Barbara Armstrong's Insuring 
the Essentials (1932), In his Standards of Unemployment Insurance (1932), Paul 
H. Douglas presents a brief survey of that problem. For an excellent analysis of 
the Social Security Act and consideration of the problems raised by its passage, 
see cither Paul H. Douglas, Social Security in the United States (1936), or Eve¬ 
line M. Burns, Toward Social Security (1936). Loui’^ S. Reed, in Health Insur¬ 
ance (1937), discusses broadly the provision of medical facilities as it is now or¬ 
ganized, and as it might be. Sir William Beveridge’s report, Social Insurance and 
Allied Services (1942), presents in detail his sweeping proposals for social security 
in postwar Great Britain. Lewis Mcriam surveys existing social insurance plans 
in the United States, (ireat Britain, and New Zealand, and offers a carefully con¬ 
sidered program for the United States, in his Brookings Institution study, Relief 
and Social Security (1946). 



CHAPTER XII 


Problems of Population 


A. Population and the Means of Subsistence 

The Economic Significance of Population Problems.—The welfare of 
labor and of the people as a whole is profoundly affected by both the size 
and composition of the population. A given geographical region can support 
well only a limited number of people. No matter how advanced a nation 
may be in its productive techniques, the average standard of living of its 
people will be very low if the population is too large in proportion to the 
natural resources upon which it can draw. The larger the area of its geo¬ 
graphical resources, other things being equal, the higher the standard of 
living will be. The size of the population affects also the division of income 
among the suppliers of the several factors of production. Where laborers 
are numerous in relation to the amount of land, wages will be low and 
land rents will be high; where land is abundant and labor relatively scarce, 
labor’s share of income will be greater and that of land-owners will be less. 
The structure of industry will be affected likewise by the same factors. A 
large land area and a sparse population make for extensive agriculture; they 
also stimulate the use of mechanical inventions and processes that will pro¬ 
mote an economical use of labor. Conversely, a large population in relation 
to the land area makes for intensive agriculture and hand methods of produc¬ 
tion. Some economists believe that a rapidly growing population creates a 
steadily expanding demand for goods that provides ample opportunities for 
the investment of savings and stimulates a high level of economic activity; 
they believe that a slow rate of population growth or a stationary population 
limits the opportunities for investment and causes economic stagnation and 
underemployment. The composition of the population gives rise to both 
economic and sociological problems. For example, the distribution of in¬ 
telligence and skill among the people brings about differences in wages. A 
population of different racial composition creates problems of minority 
groups, superior and inferior economic status, racial discrimination, and the 
like. A dense population causes the development of large cities, with their 
problems of traffic congestion, housing, slums, the breeding of crime, and so 
on. A sparse population, widely scattered over a large area, creates problems 
of communications, transportation, and education. We cannot deal fully with 
all these questions in this chapter, but we can consider some of them briefly. 
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The Malthusian Law of Population. —A most important generalization 
concerning the size of the population was set forth a century and a half ago 
by the British economist and clergyman, Thomas Malthus, in his Essay on 
Population, It was in i8og that he laid down his now famous law of popula¬ 
tion. The law in its modern form may be stated thus: In a given state of the 
arts of production, population tends to outrun subsistence. The reasons for 
this arc two. Man has been endowed with the instinct to increase and multi¬ 
ply, and the natural exercise of this impulse makes possible a very rapid 
increase in the numbers of mankind. On the other hand, man must live 
on the fcx>d products and raw materials which he can wrest from the land 
at his disposal. And it is an established principle of economics that, in a given 
state of the arts, after a certain point has been reached, increasing applications 
of labor to land fail to bring equal increases in product. Hence the increased 
labor caused by the growth of population finds itself opposed by the principle 
of diminishing returns, and per capita production tends to decline. 

If the progress of the industrial arts is sufficiently rapid, it may overcome 
the tendency to diminishing returns, permitting the labor of man to yield 
more than enough to provide for the ever-increasing numbers. But there 
is always the danger, which has become a tragic reality many times in the 
course of the world’s history, that the multiplication of human beings will 
take place faster than scientific discovery and inventions can make provision 
for it. When this occurs, there is likely to be trouble. As Malthus put it, 
population must then be checked by either positive or preventive means. 
Positive checks will take the form of increasing deaths, due to infant mortal¬ 
ity, epidemics, wars, or other disasters, brought on by low standards of living 
resulting from the ruthless struggle which overcrowding causes. If popula¬ 
tion is not reduced in this way, its growth must be retarded by preventive 
checks which decrease the number of births—by late marriages, by immoral 
sexual practices, by abortions, or by deliberate control of births, all of which 
depend largely upon the customs relating to the family which prevail among 
the people concerned. 

Of course, if there is available elsewhere in the world undeveloped land 
which might be drawn upon to provide means of subsistence for a growing 
people, the nation which is in a position to utilize it through colonization, 
emigration, or the importation of foodstuffs therefrom, may escape the effects 
of these checks for a time. But this solution of the problem is not always 
possible, and it is becoming less so for all nations as the unexploited portions 
of the world arc being gradually peopled and developed. 

Malthus was particularly pessimistic at the prospects presented by his law, 
and his gloomy views were not unreasonable in view of the miserable con¬ 
dition of the masses in England and other parts of the world at the time 
he wrote. Europe was then too densely populated. But it will be recalled 
that, in the early years of the nineteenth century, the remarkable advance 
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in the technique of industry, known as the Industrial Revolution, took place. 
It was during this period, also, that America and other undeveloped sections 
of the world were rapidly being opened up and colonized. The great increase 
in foodstuffs and raw materials placed at the disposal of European peoples 
by these developments offered an easy escape from the Malthusian difficulty, 
and income increased so much more rapidly than population that Malthus’ 
prediction of overpopulation was not fulfilled. 

In the contemporary world the situation is a mixed one which presents 
different problems for different regions. In many places (especially in the 
Orient) the pressure of population on the means of subsistence is acute, and 
standards of living are accordingly very low; but in some countries of the 
occidental world (including the United States) the birth rate is declining 
to such an extent that there is now the prospect of a stationary population 
in the relatively near future. Both conditions have important economic con¬ 
sequences which we must investigate. 

The Growth of Population in the Past. —The increase in the numbers 
of mankind in the past century and a quarter is a remarkable evidence of 
the power of the human race to increase and multiply when it has the 
opportunity to do so. Prior to 1800 its growth had been comparatively slow. 
The world’s population in that year has been estimated at less than 850 
million, which is not a large number when it is considered that the human 
race was then some half a million years old.^ Since 1800, however, the popu¬ 
lation has more than doubled, until at the present time there are estimated 
to be about two billion people in the world, a growth of over a billion in a 
little more than a century. Almost nowhere has the rate of this increase 
been greater than it was in the United States. The figures for this country 
are given on the opposite page. From this table it appears that, from 1800 
to i860, our numbers were increasing at an average rate of almost 35 per 
cent per decade—a rate sufficient to double the population in about twenty- 
five years. 

The increase in world population was made possible by a number of 
things. In the first place, this was an era of rapid development in the science 
of agriculture. New knowledge concerning the rotation of crops, the nature 
of soils, fertilization, and the like, led to some increase in the amount of 
product obtainable from each acre under cultivation. Moreover, the technical 
inventions of the Industrial Revolution gave rise to a number of mechanical 
appliances which greatly increased the efficiency of labor in farming. Such 
devices as improved plows, reapers and binders, and other agricultural 
machinery, made it possible for one man to cultivate effectively a much larger 
acreage that he could before. Significant also was the fact that the opening 

^ These figures arc taken from Edward M. East, Mankind at the Cross Roads (1923), pp. 
66-77. 
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up of new territory in various parts of the world, and especially in the 
Americas, placed at the disposal of mankind an enormous increase in the 
land available for productive purposes. This benefited not only those nations 
which, like the United States, found the new territory at their very doorsteps, 
but it provided a means of subsistence for increasing populations in the 
countries of Europe whose geographic boundaries offered no possibility of 
expansion. The area of the British Isles could not be increased, but the 
British people could draw upon the vast producing areas of Canada, the 
United States, and Australia, by concentrating their energies on manufac¬ 
tured goods and exchanging them for the raw produce imported from those 
countries. Elolland, Belgium, and other industrial nations were similarly 
permitted to support an exceedingly congested population by exchanging 
their specialties for foodstuffs from other parts of the world. There was also 
made possible emigration from densely populated regions to the new areas, 
and this took place on a large scale. These fortunate and unprecedented 
events offset the tendency of population to increase faster than the means of 
subsistence. 


Percentage 


Year Millions of Increase 

1800 5.3 . 

1810 7.2 . 36 

1820 . 9.6 . 33 

1830. 12.9 . 34 

1840 17.1.33 

1850 23.2 . 36 

i860 ^1.4 . 7.6 

1870. 38-5.23 

1880 50.1 . 30 

1890 . 62.6 . 25 

1900. 75.7 . 21 

1910 . 91.9 . 21 

1920 . I <^ 5-7 . 15 

1930. 122.8 . 16 

loao . ... 1^1.7 . 7 


The Present Rate of Population Increase. —Although the rate of growth 
in many coumries has declined in recent years, the present rate of increase 
in the world’s population is by no means slow. Prior to the First World 
War, the natural increase of births over deaths in such countries as Australia, 
Argentina, New Zealand, the United States, and some of the Canadian 
provinces may be described as high, ranging not far from 20 per cent per 
decade. In England, Germany, and the Scandinavian countries it was mod¬ 
erately high, ranging somewhere around 10 per cent. In some countries, 
such as France, China, and Mexico, the rate was relatively low, ranging not 
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over 5 per cent. But in no country, with the possible exception of Mexico, 
was there no increase at all.^ The average annual rate of growth for twenty- 
six of the leading countries, during the five years from 1906 to 1911, was 11.59 
per thousand. It is probably only slightly less than this at the present time. 
This rate is sufficient to double the population every sixty years. The rapidity 
of such an increase is better appreciated when we consider what the world's 
population would be in the course of a few decades if it continued to grow 
at this rate. Taking the population in 1924 to be 1,(850,000.000 (which is a 
reasonably close estimate) the number of the world’s people would reach 
3,700,000,000 in the year 1984, 7,400,000,000 in 2044, and 14,800,000,000 in 
2104.’^ This means that in less than two centuries, the population of the world 
would be multiplied more than seven-fold. 

We are particularly interested in the growth of population in the United 
States. The figures for this country were given in a preceding paragraph. 
On the basis of present tendencies, it has been estimated that we can expect a 
population of from 140,500,000 to 145,000,000 by 1950, and from 145,000,000 
to 190,000,000 in igSo.'^ 

The Question at Issue: How Long Can These Rates of Increase Con¬ 
tinue? —It is unthinkable that such rates of increase in numbers as are now 
taking place throughout the world can continue indefinitely. A simple cal¬ 
culation will prove it to be impossible. A statistician has figured that, at an 
increase of i per cent per anunum (which is slightly less than the average 
rate for twenty-six countries given above), the progeny of a single pair of 
human beings would be so numerous in ten thousand years that it would 
require 1,340,000,000,000,000,000,000 earths merely to furnish material for 
their bodies! It has been variously estimated that from three to fourteen 
billions is the utmost number of persons that can find subsistence on this 
planet.*'^ It is inevitable, therefore, that at some time in the future the increase 
in numbers must cease. Sooner or later, the checks to population growth 
described by Malthus must be felt. The only question that confronts us is, 
When? Is the pressure of population soon to become so serious that it will 
present a difficult problem, or is the prospect of this situation so remote that 
we need give it no present concern? On this matter two contrasting points 
of view prevail among students of the problem—one optimistic, the other 
pessimistic. These two attitudes, with the reasoning advanced by those who 
hold them, we may now consider. 

*Thc above figures are taken from W. R. Tylor. “The Increase of Contemporary Peoples,” 
in The North American Review, Vol. 218, November, 1923, pp. 607-620. 

*The statistics arc those of G. H. Knibbs, in “The World-Problems of Population,” Scientia, 
Vol. 38, October and November, 1925, pp. 249-262 and 329-334. 

*W. S. Thompson and P. K. Whelpton, “The Population of the Nation,” in Recent Social 
Trends in the United States, (1933) Chap. I. See also Pearl’s Curve of Population Growth for 
the United States on page 288. 

"G. H. Knibbs, op. cit. 
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An Optimistic View of the Possible Increase in Food Supply. —The op- 

timists point out that there are still vast unused agricultural resources in the 
world. The lands of North and South America, South Africa, Australia, 
New Zealand, and some parts of Asia are by no means as intensively cul¬ 
tivated as they might be. There are also swamps which can be drained, and 
arid regions which can be irrigated. There are tropical regions in South 
America and Africa, rich in fertility, which may eventually be made to yield 
large quantities of foodstuffs if modern sanitation makes it possible for 
progressive races to inhabit them permanently. When wc consider the high 
yields per acre which are produced in some parts of the world where intern 
sive agriculture is carried on, with the low yields obtained by extensive 
methods in such countries as the United States, C'anada, Argentina, Brazil, 
Siberia, and central Africa, it is apparent that there are still unused productive 
resources in the latter which might be made to support a much huger popula¬ 
tion. It is possible to grow two crops in a season, where only one crop is 
now cultivated, and there are some geographers who believe that there is a 
great opportunity to provide additional food by making use of tree crops, 
notably nuts and fruits, not now resorted to. IVees can be raised on land 
that is not suited to other kinds of agriculture, and some of these tree products 
are very rich in nutritive value. It has also been suggested that the sea may 
eventually yield new foods in large quantities in the form of mollusks, fish, 
and even marine plants. Then there is science to be considered. New dis¬ 
coveries in the way of fertilizers and agricultural methods may serve greatly 
to increase the yield per acre and per man from farming. Chemistry is mak¬ 
ing great strides, and some chemists hold forth the prospect that eventually 
they will be able to produce synthetic foods from inorganic materials. What 
the eventual possibilities of science in such directions may be, no man can 
tell. 

Limits to the Food Supply. —A majority of students of the population 
problem are less sanguine regarding the world's prospects. They recognize 
that, while the land in many parts of the world is not cultivated as intensively 
as it can be, we must reckon with the principle of diminishing returns; and 
it is not to be denied that an increase in the yield per acre in countries where 
extensive methods are largely in use is only obtained by the application of 
a proportionately greater amount of labor and capital. 

This means that, although aggregate yields of foodstuffs can be obtained 
from such sources, they will be smaller per capita, unless unforeseen inven¬ 
tions occur. Hence, larger numbers can be supported by more intensive 
agriculture only at lower standards of living. This is not a very pleasing 
prospect. High yield per man is much more to be desired than high yield 
per acre, if the latter is to be obtained only with a proportionate increase in 
labor. There is the possibility that science will find ways of offsetting dimin¬ 
ishing returns, so that increasing yields per acre can be obtained without 
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decreasing the yield per man; but the achievements of science in the past 
give no assurance of this, for they have been mainly (though not wholly) 
of a different sort. New methods of transportation have made accessible for 
cultivation lands which were formerly unusable because of their distance 
from population centers; and mechanical inventions, such as the reaper, the 
threshing machine, and the tractor, have made it possible to cultivate this 
everdnereasing acreage with proportionately less labor than before. So, while 
the yield per acre has been increased to some extent by a more intensive 
agriculture, the presence of abundant new lands on the frontiers has enabled 
man to escape the declining per capita production which would have been 
occasioned by a more pronounced tendency in this direction. 

Now this process of extending agriculture over more territory is reaching 
its limits. The unused parts of the world referred to in the preceding para¬ 
graph are not, for the most part, as fertile as those already put to the plow. 
In the United States, for instance, only the poorest regions remain uncul¬ 
tivated. Professor East^* has calculated that only about 40 per cent of the 
land area of the globe is arable, and that at the level of efficiency prevailing 
in the agriculture of western Europe during pericxls of peace (which is 
somewhat better than the average for the world at large), 2.5 acres of land 
are necessary to support one person at a standard of living equal to that 
which is found in the more densely j.)opulated countries of Europe. It is to 
be observed that this is a standard of living considerably lower than that 
which prevails in the United States today. From these figures he computes 
that the entire world is capable of supporting a maximum population of 
5,200,000,000. At the present rate of increase this figure would be reached 
in a little more than a century. It would be wise, therefore, to proceed with 
caution in formulating a world population policy. 

The Supply of Other Resources. —This cautious attitude is supported by 
the prospects for materials other than foodstuffs required by the world’s 
people. Such agricultural materials, for instance, as cotton and wool, present 
a problem not unlike that of food. The increasing use of synthetic fibers, 
such as rayon and nylon, may relieve the pressure here. The rapid depletion 
of forests is another factor to be reckoned with, and one not likely to be 
solved so easily. 

More serious is the situation with regard to mineral products, especially 
coal and oil. Its significance for the population problem is plain. Modern 
civilization is based upon fuel for power, and metals, especially iron, for the 
construction of buildings, machinery, and industrial equipment of all kinds. 
Unlike agricultural products, these raw materials cannot be reproduced once 
they have been used, and the supply of them is definitely limited by the 
deposits which nature has placed in the earth. There is no imminent danger 


® Edward M. East, op. cit., pp. 69 ff. 



PROBLEMS OF POPULATION 


283 

of exhausting the deposits of minerals for several hundred years at least— 
that is, known deposits of coal, iron, and oil will not be entirely used up 
within that time; but man is faced with the fact that the best sources of 
supply of these minerals are rapidly being exhausted, so that he is forced to 
make greater exertions to obtain them. Terrific inroads upon deposits of 
copper and other minerals were made during the Second World War. 
Mineral products are being extracted from the soil at a rate much faster 
than the growth of population. This means that we are gradually passing 
from the richest deposits of coal, copper, iron, oil, and other minerals to those 
which are poorer or less accessible. We are confronted by the immediate 
prospect of decreasing yields per unit of labor and equipment in most of our 
mineral production. So far as fuel is concerned, atomic energy may solve the 
problem, and there may be other helpful developments, but in the meantime 
caution bids us go slowly. 

Overpopulation. —There are many parts of the world where an acute 
condition of overpopulation now prevails. India, China, and Japan are con- 
spicuous examples. Our own island of Puerto Rico is one of the most densely 
populated areas in the world, having 544 persons to the square mile on an 
island most of which is mountainous and unsuited to agriculture. This com¬ 
pares with a density of only 47 persons per sejuare mile for the continental 
United States. In all of these heavily populated countries the misery and the 
positive checks described by Malthus are painfully active. Standards of living 
are extremely low, the rate of infant mortality is very high, disease and 
pestilence are widespread, and famines which decimate the population are 
not uncommon. In some countries of western Europe the density of popula¬ 
tion is high, but these countries have been able to escape some of the more 
serious consequences of overpopulation by concentrating upon manufactured 
goods, which they trade for the foodstuffs and agricultural raw materials 
of other countries. England, Holland, and Belgium are in this position. 
As the industrialization of other parts of the world progresses, the market 
for the manufactured goods of these countries may become narrower, and 
they may find it increasingly difficult to support their people. There is 
reason to believe that England already may be overpopulated; it has been 
purchasing agricultural produce from other parts of the world on increasingly 
unfavorable terms in recent decades. Italy has been overpopulated for a long 
time, but the pressure has been relieved somewhat by emigration, and the 
condition has not been quite as serious as in the countries of Asia. The 
pressure of population growth in Germany, Italy, and Japan has been partly, 
though not wholly, responsible for military aggression by these peoples. 

These overpopulated regions of the world can meet their problem partly 
by adopting better methods of agriculture which will enable their lands to 
support their numbers at higher standards of living. However, this gain 
can easily be wiped out by a further increase in the numbers of the people. 
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In the long run, the only solution to their problem is for the growth of 
population to be checked by preventive means along the lines suggested 
below. 

The Optimum Population.—In any given state of the arts, there is a cer¬ 
tain number of people whose labor will produce the largest possible per 
capita product from a given territory. A population of this most effective 
size is called the optimum population. If there are too few people spread 
thinly over a given area, they cannot develop their industries effectively. Up 
to a certain point, the growth of population promotes increased efficiency of 
production by making possible a greater degree of division of labor, the 
economies of large-scale methods in manufactures, and the more thorough 
cultivation of the soil. It also facilitates improved means of transportation, 
which make accessible productive resources that otherwise would have to go 
unutilized; and the rise of cities and towns brings into being those social 
pleasures and comfortable facilities which go to make up modern civilization. 
It would be impossible to carry on a large part of modern industry as it is 
now done without a considerable density of population. To some extent 
these advantages may outweigh the disadvantage of the increasing cost of 
food. It may be worth while to give up a larger portion of our income for 
foodstuffs for the sake of obtaining motion pictures, travel, radios, libraries, 
better clothing, more luxurious homes, and so on. These things would not 
be possible without a considerable density of population. When increasing 
density has passed a certain point, however, pressure upon the means of 
subsistence becomes so great that it cannot be compensated by these luxuries. 
Then the evils of overpopulation, leading, as they must, to lower standards 
of living, begin to be felt. This optimum point marks the danger line in the 
growth of population. It should be the goal of national policy to maintain 
its numbers at the point of maximum per capita production, and not to 
permit it to go beyond this. What the optimum number is will depend upon 
the natural resources at the disposal of the people, the productive technique 
which prevails among them, and the effectiveness of their economic organiza¬ 
tion. It is a matter of finding and maintaining just the right ratio between 
population and resources in the prevailing state of the industrial arts. 

The data are not yet available to indicate what is the optimum population 
for the United States at the present time, but there is some reason to believe 
that we may already have passed it. We appear to have pushed the inten¬ 
siveness of cultivation of our best lands and the utilization of our poorer 
lands so far that the per capita return in agriculture is now declining. East 
adduces evidence to show that the amount of labor and capital equipment 
employed per acre in the agriculture of the United States is increasing at a 
rate somewhat faster than the product obtained. He believes that a decline 
has set in which had its beginning about the year 1900. This view is shared 
by other writers. 
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The Limitation of Births. —The reasoning of the foregoing paragraphs 
leads to the conclusion that the time has come when the peoples of the 
world should seek consciously to check the present rapid rate of increase 
in their numbers, if economic welfare is to be maintained. Many persons, 
particularly among the more well-to-do, are already limiting the size of their 
families. Among the masses of the people, however, the rate of increase is .still 
threateningly large. It appears that few parents really desire a large family 
of children, and that were it not for ignorance, they would restrict their 
numbers. Conventional tabcx>s and prejudices in matters of sex, however, 
present a most difficult obstacle to the education of the people in such mat¬ 
ters. The so-called birth control movement is an organized propaganda 
designed to break down this prejudice, and to bring about the repeal of the 
laws, now in effect in the United States and elsewhere, which prevent the 
dissemination of information concerning methods of limiting births. There 
is much to be said in favor of the establishment of clinics where parents can 
be given this information. Such clinics have been publicly supported in 
some countries, notably Holland, and within the last few years a few of them 
have been opened in cities of the United States by private organizations, 
but their activities have been greatly restricted by hampering laws. An in¬ 
telligent people can hardly continue complacently permitting the growth of 
population to go on without control of any kind. A few children in each 
family, reared at the high standards of living which small numbers permit, 
cannot fail to produce a nation of better men and women than can be ex¬ 
pected from a numerous progeny brought up in poverty and squalor. The 
limitation of birth is essential to maximum per capita prosperity. 

The Restriction of Immigration. —Throughout history the migration of 
peoples has been a means of relief from the pressure of population upon 
its means of subsistence. So long as there were unsettled areas into which 
surplus populatirms could flow, this was a good solution to the problem. 
With the world’s virgin territories rapidly filling up, however, it no longer 
offers a satisfactory outlet for population growth; and, so long as it is relied 
upon, it can only lead tcj conflict among the nations struggling to find such 
outlets. Eventually it brings about overpopulation in the very regions to 
which the emigrants go. At best, it affords but temporary relief; at its worst 
it is the cause of warfare and disaster. 

This aspect of the population problem is of particular significance to 
the United States, because we have long been the melting pot into which 
was poured the overflow from the densely populated countries of Europe 
and Asia. So long as our numbers were few in relation to our resources., the 
annual influx of these immigrants was perhaps an advantage in that it 
helped us to attain to the optimum number, but now that we have passed 
this desirable point it is no longer to our advantage. Nor is it, in the long 
run, of advantage to the nations from which the emigrants are sent, for 
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their departure merely permits a more rapid growth of numbers in the 
home Country, and the gaps created are filled up as fast as they appear. 
There is little reason to believe that emigration in recent times has served 
seriously to check the increase of population in the countries of Europe and 
Asia. Therefore, a policy of restricted immigration on the part of the United 
States is altogether justifiable. 

The United States has wisely adopted a policy of curtailing the numbers 
of its immigrants. By the Immigration Act of 1924, which followed a num¬ 
ber of previous restrictive laws, the number of immigrants annually admitted 
to this country is limited to 3 per cent of the numbers of that nationality 
who were living here, according to the census of 1890. This law has been 
so administered that only about 150,000 persons or less are now admissible 
annually to our shores. When it is considered that, prior to the First World 
War, immigrants were coming to our shores at the rate of more than a 
million a year, it will be seen that this is a very drastic reduction. The 
census of 1890 was chosen as the basis for this allotment, rather than more 
recent censuses, because it would keep out a larger number of the immigrants 
from southeastern Europe and Asia, who were considered by Congress to 
be less desirable than immigrants from the countries of northwestern Europe. 
Although the method of restriction embodied in this legislation can be criti¬ 
cized, the fact of restriction itself marks an important step in the right 
direction, and is altogether to be desired. Future legislation should be shaped, 
not with the view to admitting more immigrants, but to selecting them on 
a more rational basis of health and intelligence. 

The Declining Birth Rate.—Within recent years the rate of population 
increase among the more progressive peoples has been declining. A refer¬ 
ence to the figures given above for this country indicates that our rate c>f 
increase, including immigration, has been declining steadily ever since 1880. 
This is fairly typical of conditions in other parts of the occidental world, 
except that in the older countries the decline set in earlier than here. This 
decrease in the rate of growth is not the result of a higher death rate, for 
modern methods of sanitation and the treatment of disease have greatly 
reduced the number of deaths and have lengthened the average life of human 
beings. This factor, therefore, would tend to cause an increase, rather than 
a decrease, in the growth of population. What has happened is that the 
birth rate has been decreasing throughout the countries of America and 
western Europe. 

That this tendency is likely to go further is indicated by the researches 
of a student of population trends."^ He has shown that the growth of popu¬ 
lation cannot be predicted by a simple comparison of birth and death rates. 
Population can maintain itself only if the women of child-bearing age give 

’ R. R. Kuezynski, The Balance of Births and Deaths (1928). 
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birth to enough girls to replace them. If the number of potential future 
mothers is not sufficient to replace those passing out of the child-bearing 
period, population must decline, unless each woman gives birth to more 
children than before. By studying these factors in the populations of West¬ 
ern and Northern Europe, he came to the conclusion that population trends 
in those countries have already passed the critical point. “According to the 
fertility and mortality in Western and Northern Europe in 1926, 100 mothers 
give birth to 93 future mothers only. With the fertility of 1926 the popula¬ 
tion is bound to die out unless the mortality of potential mothers decreases 
beyond reasonable expectations. And fertility continued its downward path 
in 1927.”^ “With fertility and mortality as they prevail at present, the 
population of some smaller countries still shows a genuine growth, but the 
population of the larger countries—France, and especially England and Ger¬ 
many—is doc3med to die out.’'‘‘ Other investigators have come to similar 
conclusions. 

The decline does not appear to be due to any reduction in the fertility 
of human beings, although this has been suggested by some ill-informed 
writers as a possible explanation. There is no evidence to show that the 
capacity of men and women to procreate and bear children has been ap¬ 
preciably reduced by the trend of biologic evolution. Nor is there any statisti¬ 
cal evidence that marriages are being postponed to such a late age in life 
that children are less likely to result. What is happening is that the birth of 
children in modern families is no longer being left to the blind forces of 
nature, but is being deliberately controlled. Large families are not com¬ 
patible with the maintenance of high standards of living, for the expense of 
bringing into the world, rearing, and educating a large number of children 
is more than the average purse can stand. Therefore, parents prefer fewer 
children brought up with the extra care and at the higher level of comfort 
which the small family makes possible. 

It seems probable that this tendency to smaller families is a direct result 
of the pressure of population upon the means of subsistence. If it were 
possible to raise large families without jeopardy to the comforts which 
western peoples have come to expect, it is reasonable to assume that there 
would be less restriction of births. The limitation of offspring, therefore, 
is apparently a confirmation of the Malthusian doctrine. It is one of the 
preventive checks to population in actual operation—but a check of a very 
different sort from that which was anticipated by the author of the famous 
essay. 

The Rhythm of Population Growth. —An American biologist, Raymond 
Pearl, made some interesting laboratory experiments and statistical studies 
of the growth of populations, which led him to believe that the growth of 

'‘IhiJ., p. 54. 

‘IhiJ., p. 4. 
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numbers among all living organisms, including man, is subject to the same 
law. His experiments on yeast and fruit flies indicated that, if these vege¬ 
table and animal organisms are placed in an environment where the fcx)d 
supply is limited, at first they multiply rapidly, until pressure upon the 
means of subsistence begins to be felt, and then the rate of growth falls off. 
If this rate of increase is plotted on a graph, it gives a curve which always 
has the same general shape. Similar curves can be drawn for human popu¬ 
lations. Such a curve for the United States is given in Figure 5.^^ It is to 
be observed that the curve rises slowly at first, then increases during the 
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Figure 5. Pearl’s Curve of Population Growth for the United States. 

early stages, when food is abundant in relation to numbers, until it reaches 
a maximum, after which the pressure of population begins to be felt and 
the rate of increase declines to its upper limit. Professor Pearl’s researches 
indicate that such a curve can be drawn for any statistics of population 
growth which can be found either among vegetable organisms, animal or¬ 
ganisms, or human peoples. Of course the exact rates of growth will not 
be identical in all these cases, but the general shape of the curve will be the 
same. 

It is possible that, after a population has reached the upper limit of its 
growth under the conditions of environment hitherto prevailing, a change 
rendering the environment more favorable may take place, releasing the 
pressure and allowing the numbers to increase as before. The curve will 
then shoot upward again until it reaches a second limit similar to the first. 
Something like this undoubtedly happened to the human race in that era 


Raymond Pearl, The Biology of Population Growth (1925), p. 14. 
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of unprecedented development which accompanied the colonization of the 
New World and the occurrence of the Industrial Revolution. The sociologist 
Giddings some decades ago suggested that there is a rhythm in the race 
between population and progress. “A general advance in material well-being 
and a gradual elevation of the standard of living, then a growth of popula¬ 
tion until it becomes increasingly difficult to raise the plane of living, then 
another era of economic progress—this rhythm seems to be the form of the 
demogenic process.” If this law be true, it is possible that we are reaching 
the close of an era of progress, and that the immediate prospect is for popu¬ 
lation pressure, before another advance in the arts and science paves the way 
for a new upward movement. This may be the reason for the declining 
birth rate and for the unfavorable outlook for food resources now claiming 
the attention of students of population. 

Economic Consequences of the Declining Rate of Growth.—From the 
researches of Pearl and various other investigators, it appears that population 
growth in the United States is now reaching its upper limit (for the present 
cycle, at least), so that we may expect our numbers to become stationary 
in the latter part of the present century. The same prospect faces a number 
of other countries, especially in western Europe. This outlook is held, by 
economists who follow the pessimistic views of Keynes and Hansen, to be 
one of the factors that threatens to keep us in a state of economic stagnation 
and underemployment. They believe that the rapid growth of population 
has caused a steady expansion of the demand for goods which has provided 
an opportunity for the profitable investment of a growing volume of sav¬ 
ings. With population no longer increasing, they fear that the opportunities 
for investment will decline, with resultant depressing effects upon the econ¬ 
omy. The present WTiters cannot share this pessimism. While it is true 
that new people b(^rn into the world bring new mouths to be fed, new bodies 
to be clothed, an;l new families to be housed, it is also true that they bring 
new laborers to be employed and, presumably, new savings to be invested. 
The one offsets the other. Therefore, when the rate of population growth 
slows up, the decline in the number of people to buy goods will be com¬ 
pensated by a corresponding decline in the numbers to be employed in sup¬ 
plying them. Furthermore, as Silberling points out,^“ the rate of increase in 
our population has been slowing down progressively ever since the Civil 
War, yet the rate of production growth during this period has not decreased; 
therefore, there does not seem to be any reason to suppose that the decline 
in population growth holds any threat of depressing the economy. 

There are other problems, however, which do arise out of our changing 
population prospect. A decline in the rate of growth (especially when 
coupled with the increased longevity which modern medicine is bringing 

“F. H. Giddings, Principles of Sociology (1896), p. 335. 

“Norman J. Silberling, The Dynamics of Business (i 943 )» PP* 653-654. 



290 


APPLIED ECONOMICS 


about) causes a significant change in the age distribution of the people. It 
causes a larger proportion of elderly people in the population and a smaller 
proportion of those who are young. This means that an increasing burden 
of supporting the aged will be thrown on the shoulders of those who arc 
of working age. Old age pensions and annuities will command a larger 
share of the national income. The declining proportion of young people is 
likely to be felt in our schools and colleges. We may presently find our¬ 
selves oversupplied with educational facilities, and may have to reshape our 
educational program accordingly. Private schools and colleges, in particular, 
may be seriously affected by a declining demand for their services. On the 
other hand, this may be offset by a tendency on the part of the American 
public to provide higher education for a larger percentage of the people 
than hitherto. 

More serious than any of these problems is the danger that international 
tensions will be increased by differences in rates of population growth among 
different peoples. The more prolific peoples, feeling the pressure of over¬ 
population, may seek an outlet for their surplus numbers by encroaching 
on those which are not multiplying so rapidly. The potentialities, for in¬ 
stance, of a populous Soviet Union overrunning the countries of western 
Europe, where tendencies toward stationary population are evident, are omi¬ 
nous. Nations whose people prefer small numbers with high standards of 
living may not be able to provide man-power enough to stem the onslaught 
of those who insist upon growing at their expense. This prospect enhances 
the need for a world organization that would check aggression and preserve 
the peace of the world. The solution for the prolific peoples should not be 
political expansion at the expense of their neighbors, but maintenance of 
the optimum population within their own borders. 

B. The Quality of the Population 

The Differential Birth Rate. —In the vegetable and animal worlds, nature 
sees to it that the biological stock is kept strong and effective, in relation 
to its environment, by a bitter struggle for existence in which only the fittest 
survive. The comforts of civilization, however, have relieved man to some 
extent from the operation of this process of natural selection. While some of 
it still goes on (as when the ravages of certain diseases eventually build up 
an immunized stock) there is evidence that many of the features of our 
civilization are actually tending to preserve the weak and inefficient. Wars, 
for instance, kill off our most vigorous men. Medicine preserves many weak 
individuals who would perish in a more rigorous existence, and the ideals 
of celibacy cultivated by certain religious orders tend to prevent reproduction 
of some of the most intelligent members of society. 

One of the most alarming aspects of this problem is to be found in the 
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so-callcd differential birth rate. Attention has been called to the fact that 
the birth rate in this country and elsewhere has been declining. Unfortu¬ 
nately, this decline is most evident among the more educated and well-to-do 
families of society. Studies of the graduates of a number of the leading 
American colleges, for instance, indicate that they do not have enough chil¬ 
dren to reproduce themselves. The deaths exceed the births. Similarly, the 
native white population of this country, particularly in New England, is 
reproducing itself very slowly. At the other end of the economic and social 
ladder, the birth rate is high. Here large families are the rule. Worst of 
all, among the feeble-minded reproduction goes on at an alarming rate. The 
morals of these people are very loose, and almost every feeble-minded woman 
gives birth to a large progeny of feeble-minded children, both in and out of 
wedlock. One hesitates to say that native born whites and college graduates 
represent the better biological stocks and that the poorer families are inferior, 
but there is some reason for assuming that, in general, those who have 
attained economic and cultural success are endowed with superior capacity, 
especially in view of the evidence regarding hereditary genius. If such is 
the case, then society is breeding from the bottom, and this fact is cause 
for considerable apprehension for the future. Here is a qualitative population 
problem. 

Racial Factors in Population Growth.—The world is peopled with a 
number of different races having different hereditary characteristics. There 
is more or less rivalry between the races for economic and political suremacy. 
In the United States we have a number of races, especially whites and Ne¬ 
groes, living side by side in a common civilization. Some people see in this 
a serious biological problem. They fear that the rapid increase of Negro, 
Mongolian, and other colored stocks will eventually threaten the supremacy 
of the whites and cause a deterioration in the quality of our people. It is 
believed by many that the colored races are innately inferior in mental 
capacity to the white race. Anthropologists, however, do not share these fears. 
Science has not yet developed any standards of racial superiority or inferiority 
that can be relied upon. Intelligence tests usually show that Negroes do not 
make as good a showing psychologically as white men, but it is by no means 
certain that these tests are any true measure of innate capacity. Differences 
in the traditions and culture of the two races affect the results in such a way 
as to obscure biological factors. Also there are marked differences in their 
opportunities. We do not generally throw open to our Negroes the same 
opportunities that are available to whites. The question of racial differences 
and their effects upon the quality of the people, therefore, must be set down 
as an unsettled problem. What is probable, however, is that if we were 
to draw two curves indicating the intelligence of two different races, such 
as the whites and Negroes, they would overlap, some members of both races 
rating very high and some members of both races rating very low. There 
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would be some differences in the proportions, to be sure, but not of so marked 
a sort that we can designate any one race in its entirety as inferior to any 
other race. If this be the case, what we have to fear from racial factors in 
population growth is not so much the development of one race at a faster 
rate than another, but the increase of the weak individuals in both races. It 
is an individual problem. 

One hopeful approach toward the problem of race relations is through 
the economic advancement of those groups which now have an inferior 
status. At present it is difficult for the Negroes, especially, to improve their 
station in life because they are denied educational opportunities and because 
it is hard for them to find employment in skilled work even when they are 
qualified for it. Some labor unions will not receive Negoes into their mem¬ 
berships, and many employers will not put Negroes into skilled jobs, often 
because white workers are unwilling to tolerate their presence in such work. 
In 1945 the employees of the Philadelphia Transportation Company went on 
strike to prevent the promotion of Negro employees to street-car motormen 
and conductors. This is fairly typical of an attitude that is widespread. 

During the Second World War a Fair Employment Practices Commit¬ 
tee was created by executive order of the President, acting under his war^ 
time powers. This committee was charged with the duty of overcoming 
discrimination against Negro and other minority groups in industry. Al¬ 
though its authority was limited, it was able (with executive support) to 
prevent discrimination among employees in enterprises that had war con¬ 
tracts with the government or that were engaged in war production. It has 
been proposed that a permanent committee of this sort should be created by 
act of Congress to prevent discrimination henceforth in all enterprises subject 
to the jurisdiction of the federal government, but such action has so far been 
prevented by the filibustering tactics of southern members of Congress. 
When the doors of industry and education are thrown fully open to minority 
national groups, it is to be expected that considerable numbers of these groups 
will attain to higher standards of living. Presumably they will then com¬ 
mand more respect in their communities, and the feelings of prejudice, which 
are based in part on the belief that these races are inferior, will be reduced. 

Eugenics. —This brief outline of the qualitative population problem shows 
that society faces a danger from failure to control its heredity intelligently. 
We can, however, control our own destiny in this respect. It is not impossible 
to direct the processes of reproduction so as to bring out the best hereditary 
qualities that we have. Such scientific control of human breeding is known 
as eugenics. It is not supposed that we can now mate men and women in 
the cold-blooded manner of the stock breeder, but it is possible to influence 
marriage customs, directly or indirectly, in such a way as to prevent the 
reproduction of our most defective stocks and to encourage it among those 
of better quality. There arc, accordingly, two lines of eugenic endeavor. 
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One, known as negative eugenics, would prevent the increase in numbers 
among those classes of the population that are clearly defective. Mental 
defectives should either be incarcerated in institutions where the sexes can 
be permanently separated or, if allowed to remain at large, they should be 
prevented by sterilization from reproducing their kind. Such a program, if 
rigorously carried out, would practically rid us of these classes in a few gen¬ 
erations. The obstacles to its fulfillment are three. In the first place, people 
hesitate to put into the hands of any human beings the power that the ad¬ 
ministration of such laws would entail, especially in view of the fact that 
scientists are not yet always certain as to just what constitutes a hereditary 
defect. Secondly, the expense of maintaining in institutions the thousands 
of feeble-minded and other defectives is very great. Finally, there is that 
repugnance and prejudice against any interference with sexual relationships 
that is deeply ingrained in the popular mind. Notwithstanding these difficul¬ 
ties, laws providing for the sterilization of certain criminals and defectives 
have been passed in many of our states, and although they have not always 
been seriously enforced, some thousands of persons have already been ster¬ 
ilized. 

Positive eugenics aims to promote the reproduction of our best stocks. 
A program of positive eugenics is much more difficult to carry out than one 
of negative eugenics, for it has been truly said that “love is blind,” and it 
is very difficult to dictate to youth in the selection of a mate. Nevertheless, 
society has set up certain conventions and standards which do influence 
marriage. People do not often wed outside of their social class. Catholics 
are seldom mated with Protestants, nor Jews with Gentiles. Similar taboos 
are fairly cfTective as between markedly different races. If such conventions 
can be established and maintained on social, religious or racial lines, it is 
not unthinkable that we may build up similar conventions on biological 
lines. Education regarding the importance of hereditary soundness as a pre¬ 
requisite for parenthood may in time succeed in introducing a considerable 
measure of eugenic choice into matrimony. 

Summary 

The size and composition of the population gives rise to a number of 
economic and sociological problems. According to the Malthusian law, in 
a given state of the arts, population tends to outrun subsistence. Unless prog¬ 
ress in the arts keeps pace with population growth, preventive or positive 
checks must take effect. Rapid growth of population in the nineteenth cen¬ 
tury was made possible by improved methods of agriculture and the dis¬ 
covery and colonization of enormous new territories. Although the rate of 
growth is now declining in some countries, the world’s population is still 
increasing fast enough to double itself in sixty years. Optimists sec the 
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possibility of providing subsistence to maintain this rate of growth by means 
of more intensive cultivation, the development of inadequately exploited ter¬ 
ritories, and new methods and new crops in agriculture. However, there arc 
limits to the food supply and other resources, and statistics demonstrate that 
it is physically impossible for population to go on increasing indefinitely. 
Serious overpopulation already exists in parts of Asia and to some extent 
even in western Europe. 

There is an optimum population, which in a given stale of the arts will 
yield maximum per capita production. A wise population policy would be 
to seek and maintain this optimum by the limitation of births and the re¬ 
striction of immigration. The birth rate is already declining in the United 
States and other occidental countries, largely because of the practice of birth 
control. Population tends to grow rhythmically, increasing rapidly in the 
early stages of exploiting a new environment, slowing up when the pressure 
upon resources is felt. It is now slowing up in the United States, so that 
our population is likely to become stationary toward the close of this century. 
Economists of the Keynes-Hansen school see in this a threat of economic 
stagnation; others hold a more optimistic view. It is likely to lead to an 
increasing burden of old age dependency, and it may adversely affect schools. 
More serious is the danger that prolific peoples will overrun those whose 
numbers tend to become stationary. 

The rate of reproduction among the lower classes exceeds that among 
the upper classes, which may mean that we are breeding our poorest heredi¬ 
tary qualities. The presence of different racial groups in the population cre¬ 
ates economic and social problems. One way to lessen the tension is to 
provide full educational and employment opportunities for Negro and other 
colored races. The creation of a permanent Fair Employment Practices Com¬ 
mittee would help here. The biological quality of the population can be 
improved by negative and positive eugenics. 
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Economic Fluctuations 


A. The Nature of the Fluctuations 

The Pervasive Effects of Business Irregularity. —In the chapter dealing 
with unemployment, and elsewhere, we have already had occasion to ob¬ 
serve that the course of business activity in the capitalistic world, instead of 
progressing steadily upward, is subject to alternations of prosperity and de¬ 
pression. These movements are far-reaching in their influence. They affect 
not only production, prices, and trade, but extend into the lives of the people, 
through their effects upon wages and employment. It seems that they 
cause the whole life of man to pulsate in a social rhythm of ascent and 
decline. Even such apparently unrelated things as the prevalence of crime, 
the rate of marriage, and the number of births and deaths, are markedly 
affected by them. 

Indexes of Business Activity. —Statisticians have worked out techniques 
by which the irregular course of business can be measured with a fair degree 
of accuracy. The fluctuations show themselves in many fields, so that by 
gathering data indicative of activity in these fields a very good view of their 
development can be obtained. Among the indexes used for this purpose are 
statistics of production, especially those showing the output of pig iron, coal, 
and other fundament.’! raw materials. The production of basic manufactured 
goods, such as iron and steel products, textiles, food products, and the 
volume of building and other construction, are also used. Since prices move 
upwards and downwards with the general alternations of business, index 
numbers of the price level are likewise helpful. The banks are even more 
responsive to the general movement; consequently, statistics of bank de¬ 
posits, reserves, loans, and discounts, are widely used. The best index would 
be one showing fluctuations in the volume of trade; that is, the actual trans¬ 
actions of buying and selling that take place in the business world. This is 
not easy to measure, but it is rather clearly reflected in such items as checks 
cleared through the banks, the shipment of goods over railways and other 
common carriers, and the volume of wholesale and retail sales of merchan¬ 
dise. Still other data which can be employed are wages, interest rates, unem¬ 
ployment, and business profits. 

An Index of Business Activity For the United States. —In Figure 6 there 
is shown in graphic form an index of business activity in the United States 
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from 1700 to 1940. This index was built up by the painstaking work of Sil- 
berling, an American economist and statistician. By splicing together several 
series of figures taken from different sources, he was able to construct a con¬ 
tinuous index covering a period of nearly two and a half centuries. The 
figures prior to the Civil War are based on records of imports and exports 



Figure 6. United States Trade and Production, 1700-1940.^ 


(to measure trade) and on figures of population growth (as a rough measure 
of agricultural output—agriculture being the dominant type of production 
in that period). For the years since the Civil War, the index is based on 
statistics of physical production (calculated somewhat in the manner ex¬ 
plained in Chapter I). The curve is plotted on a logarithmic scale, so that 
vertical distances on the chart represent percentages, or multiples, of change, 
instead of absolute amounts of production. The rate of change in any given 
case can be computed by use of the ratio scale in the lower right-hand corner 
of the drawing. For instance, the rise in the curve from point a to point b in 
the diagram corresponds to the distance from i to 2 on the scale; therefore, 
it indicates a doubling of output in the period from 1820 to about 1833. The 
increase from a xo c is ec]ual to the distance from i to 10 on the scale, indi¬ 
cating that production increased tenfold from 1820 to 1880, By applying the 
same scale to any other points on the diagram, the percentage change can 
be known in each case. 

Only in the last few decades have governments and research bodies been 

* Adapted from a similar chart on p. 29 of Norman J. Silberling’s The Dynamics of Busi¬ 
ness (copyright 1943), with permission of the publishers, McGraw-Hill Book Company, Inc. 




ECONOMIC FLUCTUATIONS 


301 


accumulating accurate statistical data. Prior to that, one must depend upon 
fragmentary records; therefore, the series in the earlier years covered by this 
chart cannot be considered mathematically exact. Nevertheless the curve gives 
a rough picture that is useful for general purposes. The accuracy of the data 
is much better for the period since the Civil War. 

Four Types of Economic Change.—Several types of change in the move¬ 
ment of business can be observed in the above chart. First of all, there is 
noticeable a marked upward slope, which is shown by the slanting dotted 
line drawn through the irregular curve. This general movement, persisting 
over a long period of years, is called the secular trend. In progressive econo¬ 
mies it is usually upward, but in those which are stagnant or declining, the 
line would be horizontal or sloping downward. In this country, the pro¬ 
ductive progress has been so rapid that the ascent of the curve is quite 
marked. The average annual rate of increase was 3 per cent prior to 1750, 
after which it rose slowly to 3.8 per cent in the decades immediately following 
the Civil War, until 1890, when it declined slightly to 3.5 per cent, which 
was thereafter sustained. This corroborates the observation which we made 
in Chapter I concerning the phenomenal increase of production that has 
taken place in this country. 
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Figure 7. Long Waves and Short Cycles in the American Economy.^ 

Looking now at the irregular, jagged curve (which shows the actual 
movement of business activity), it will be noticed that this fluctuates above 
and below the secular trend line. In order that we can see this movement 
more clearly, the curve is replotted in Figure 7, with the line of secular trend 
now shifted into the horizontal position marked 100 on the chart. This chart 
■Adapted from Silberling, op, cit., pp. 48-51* with the same permission. 




302 


APPLIED ECONOMICS 


makes it clear that the lagged line of actual business conditions oscillates 
about the general trend in long waves, which are shown by the smooth 
dotted curve. These we may call long waves, or intermediate trends, of 
business activity. This chart is plotted on an arithmetic scale, the numbers 
at the two sides indicating the percentage of normal (i.e., percentage of the 
secular trend) attained by production and trade in any given case. Observe 
that there is a long wave starting at a low point of about 90 in 1700, reaching 
a crest of somewhat above 120 in 1765, and falling to another low point 
about i7vS2. This is followed by another wave from 1782 to 1820, another 
from 1820 to 1870, and a fourth one, which reached its nadir about 1935. 
Since there were thus four long waves in a period of 240 years, it appears 
that these intermediate trends average about sixty years in length. Because 
statistical data reaching far back in time are not very reliable, there is some 
controversy over the existence of these long waves. Nevertheless, a number 
of other workers, both in this country and in Europe, using other data, have 
been impressed with the existence of similar movements. It seems probable, 
therefore, that business activity does behave in this manner. 

Looking once more at Figure 7, a third type of fluctuation is clearly 
evident. The jagged line moves upward and downward about the long 
waves, rising and falling above and below them. These short fluctuations are 
known as business cycles (often called trade cycles by English writers). 
They are so called because they constitute a scries of repeated sequences, 
just as a wheel goes round and round. A study of the chart will show that 
there are usually some two or three of these cycles in every decade. Their 
average length in this country has been calculated at slightly less than four 
years. 

In order that we may see the short cycles in greater detail, another chart 
is given in Figure 8, showing on a larger scale the movement of industrial 
production in this country for 1919 to 1946, and a part of 1947. This chart 
will also serve to bring our picture of business fluctuations down to a more 
recent date. Silberling’s scries does not go beyond 1940, because of his death 
in 1942. In this last chart, five complete cycles can be (observed, their peaks 
being indicated by the letters h, d, f, etc., and their low points by the letters 
a, c, e, and so on. Each complete movement, like the one from a to c, or 
from b to d, constitutes one cycle. 

There are also some lesser economic fluctuations, known as seasonal varia¬ 
tions and random movements, that are caused by the influence of seasonal 
changes on the volume of business each year, and by such sporadic occur¬ 
rences as strikes or the vicissitudes of the weather. They are not shown in 
the charts because they have been deliberately removed in order to make the 
other waves stand out more clearly. 

From this analysis it appears that there are four types of more or less 
regular economic movements, namely, the secular trend, long waves (or 



ECONOMIC FLUCTUATIONS 


303 

intermediate trends), short cycles, and seasonal variations. The secular trend 
movement does not constitute a serious economic problem so long as it con¬ 
tinues an upward course. If the rate of rise were to slacken greatly, or if it 
were to turn downward, this would be an indication that progress was no 
longer being maintained, and some kind of remedial action would then be 
called for. The seasonal and random variations are relatively unimportant. 
Since the seasons recur with considerable regularity and are known in ad¬ 
vance, business firms can make plans to deal with them ahead of time, so 
that they need not disturb the economy very much. They do cause some 
unemployment, but this has already been discussed in an earlier chapter. It 
is with the long waves and the short cycles that we are here concerned. 
They represent serious disturbances and interruptions to the smooth func¬ 
tioning of the economic process, and their consequences arc often disastrous. 
We must, therefore, examine them more carefully. 
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Figure 8. An Index of Industrial Production in the United States Since 1920.® 

Phases of the Short Cycles.— Looking at the short cycles as they arc rep¬ 
resented in Figure 8, it can be seen that each cycle consists of two move¬ 
ments and has two turning points. The upturn follows a pericxl of decline, 
and thus represents the beginning of a recovery, which gradually quickens 
its pace until it develops into a condition of prosperity. This eventually 
reaches a limit, whereupon there ensues a downturn, which culminates in a 

* Based upon the index of industrial production published currently in the Federal Reserve 
Bulletin. 
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depression. Some writers distinguish four phases in each cycle. They call 
these phases recovery, prosperity, recession, and depression. However, re¬ 
covery and prosperity are merely two different stages of one upward move¬ 
ment, while recession and depression represent a continuous downward 
movement. The two turning points which represent the crests and troughs 
of the cyclical waves are especially important because we can see in them 
the culmination of certain pent-up forces which now become strong enough 
to reverse the pre-existing movement and start it in the opposite direction. 
The economic process thus goes through a series of convulsions, instead of 
moving smoothly along on an even course. The point of downturn is usu¬ 
ally called a crisis. The point of upturn has no specific name, but is included 
in the general meaning of the word recovery, or revival. 

The period of prosperity is one of relatively active business. Productive 
capacity is more or less fully utilized, and there is not very much unemploy¬ 
ment. Prices and wages are high. After a time this wave of prosperity is 
checked and a recession occurs. If mild, this may be merely a moderate 
decline in production, prices, and employment; but frequently it assumes 
a serious aspect, more properly designated as a crisis. Then a strain in the 
loan market becomes manifest; there is a loss of confidence in credit, and 
businessmen are forced to liquidate—that is, to sell their assets for cash and 
pay off their debts. If the strain is too great, credit may collapse, and then 
we have an actual panic. After crisis, depression sets in. Now business is 
at its lowest ebb. The demand for gcxxls appears to have shrunk, prices sink 
to low levels, and the volume of production is considerably below normal 
capacity. Factories are closed or on part time, and thousands or even millions 
of workingmen are unemployed. This stagnation lasts for a considerable 
lime; then business begins slowly to revive. Production increases and prices 
rise. The increase of activity spreads gradually until a period of prosperity 
has again been reached. The cycle then repeats itself. No two cycles are 
exactly alike. They differ in duration, in intensity, and in many other re¬ 
spects; but all exhibit the same general sequence of events. We shall describe 
these phenomena in greater detail as we proceed. 

Interactions of the Long Waves and Short Cycles. —Although the short 
cycles move more or less independently of the long waves, they have their 
center or focus in the latter, so that the heights reached in a period of pros¬ 
perity or the depths to which economic activity descends in a depression 
depend very largely on which phase of the long wave is prevailing. Looking 
back at Figure 7, notice that in the two decades from 1900 to 1920 we were 
on the crest of a long wave that kept us at a sustained high level of pro¬ 
ductivity. Although there were four depressions in this period, they were 
moderate in character, so that the level of production and trade never de¬ 
scended below the horizontal norm. By 1920, however, a slight downturn 
in the long wave was already noticeable. This carried us into a fairly severe 
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depression (the line falling below the normal) in 1921. The full effects of 
the long wave decline were not felt, however, until the 19^05, when we 
experienced in the trough of this wave one of the most severe depressions 
in our history. Even the recovery which tfx^k place in 1937 did not carry 
us up to the normal trend line because we were still under the influence of 
the long-wave downward movement. 

The chart shows clearly the interaction of the two types of fluctuation, 
and the scales on the vertical margins enable us to measure the relative degree 
of stimulation or depression attained. At the peaks of the long waves, the 
short cycles rise nearly 40 per cent above the normal line, and the depres¬ 
sions do not fall below it; but in the troughs of the long waves, economic 
activity is depressed sometimes to nearly 60 per cent of the normal, and even 
the periods of prosperity do not reach a height of 100 per cent. This shows 
convincingly that the longer convulsions of the economic process are seri¬ 
ously disturbing phenomena, more serious than the shorter business cycles. 

B. Causes of the Fluctuations 

External and Internal Causes. —If we think of the economic process as 
consisting primarily of those fihenomena that are associated with money and 
the price system, it is apparent that important events cxx'urring outside of 
that system may exert great influence u])on it. For instance, there are said 
to be periodic movements in natural phenomena, such as temperature and 
rainfall, which are supposed to cause variations in the yield of agricultural 
crops. Since agriculture is an important branch of production, fluctuations 
in it may upset the balance of industry, and therci)y affect business condi¬ 
tions generally. Other economists have stressed the influence of such cata¬ 
clysmic events as earthquakes and wars, which may seriously disturb the 
economic balance of a nation, or a whole group of nations. A number of 
writers have emphasized the importance of new discoveries and inventions 
as factors which give an impetus to industry, and thereby start an expansive 
movement which eventually spins itself out, until some new impelling 
occurrence comes along to stimulate another expansion. 

There is some reason to believe that wars are chiefly responsible for the 
long waves of economic fluctuation, as we shall see. It is probable, tex), that 
certain happenings in agriculture play a part in these long undulations, but 
they are more likely a reaction to warfare than to weather changes. 

Neither wars nor climatic variations will suffice to account for all the 
phenomena of the short business cycles. Although no two of these cycles 
are exactly alike, the fact that they have a generally similar pattern suggests 

* Except for the paragraph entitled The Influence of Major Wars, this section is largely a con¬ 
densation of matters more fully discussed in Bye’s Principles of Economics: A Ecstatement. 
Therefore, it may be omitted in courses where both works are used as textbooks. 
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that there must be something in the nature of the economic process itself 
which is responsible for them. Even though a war or an important basic 
invention might start an expansion, we have still to look within the economic 
process for the forces which cause the expansion to take the particular form 
that it does, and which eventually bring about a reaction that culminates in 
a depression. Perhaps the most reasonable attitude is to regard certain factors 
in the economic process as making for a condition of inherent instability of 
such a nature that any disturbing force, either from within or without the 
system, can set in motion an expansion or contraction which is cumulative 
and rhythmical in character. What these internal factors are will be de¬ 
veloped in the course of our analysis. 

The Influence of Major Wars.—Silberling claims that the long waves of 
economic fluctuation are closely correlated with the (xcurrence of major wars. 
The upswing from 1740-1760, shown in Figure 7, coincided with a number 
of wars in Europe, India, and the American colonies. The second upswing 
(from 1780-1800) followed the war of the American Revolution, and was 
accompanied in part by the French and Napoleonic Wars. The crest of the 
long wave in the 1850’s was about the time of the United States wars with 
Mexico and the Crimean War in Europe, and it was immediately followed 
by our Civil War and the F'ranco-Gerrnan War. The high wave of the 
1900’s was accompanied by a number of wars in various parts of the world,— 
particularly by the First World War. Although the correlations are not in 
all cases exact, it is not unreasonable to believe that there may be some 
connection between the two phenomena. He believes, therefore, that such 
wars are the primary cause of the long undulations. 

Building partly on the work of another American economist, Leonard 
P. Ayres, Silberling traces the following secjucnce of causation: A great war 
is accompanied by a marked inflation of commodity prices, due to the enor¬ 
mous expenditures of the government for war goods, which expenditures 
are financed in considerable part by monetary inflation. The shortage of 
many goods, for which there is an increased demand in wartime, is likewise 
a factor in the rise of prices. Since rising prices cause higher profits, business 
is generally stimulated. Farmers, especially, feel the benefit of higher prices 
for foodstuffs and agricultural raw materials. Encouraged by their increased 
profits, they endeavor to expand their output by putting more land under 
cultivation and by using more intensive methods. This expansion entails 
considerable extra expense for fertilizers, wages, machinery, and per¬ 
manent improvements. The farmers meet these expenses by mortgaging 
their farms, thereby becoming saddled with a fixed debt which may run 
on for several decades. The mineral industries (which provide important 
war materials) behave somewhat similarly. When the war comes to an end, 
the collapse of the abnormal government demand causes a rapid deflation 
of prices, especially in the extractive industries. These industries are then 
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less able to buy goods from other producers. The result is a general reduc¬ 
tion of business activity, which may be called a primary postwar deflation, 
and which is of short duration because the wages of city workers (which 
were raised during the inflationary war period) do not fall much in the 
initial deflation, leaving urban workers more prosperous after the fall in 
prices than they were before. They then have an opportunity to buy durable 
consumer goods, such as home improvements, automobiles, washing ma¬ 
chines, and other electrical appliances, which they were unable to obtain 
during the war. The increased demand for these things compensates manu¬ 
facturers to s(jme extent for the reduction of war orders from the govern¬ 
ment, and gives a general fillip to manufacturing industry, bringing the pri¬ 
mary postwar deflation to an early end and leading to a general short wave 
of [prosperity. Notwithstanding this, the extractive industries remain de¬ 
pressed because the prices of their gfKids do not respond sufliciently to the 
upward movement, and because the fixed debts which they have incurred 
during the war period prevent them from reducing their costs in line with 
the lower prices prevailing. Their [Profits are correspondingly reduced. The 
resulting unbalance between the extractive and the manufacturing industries 
upsets the ccjuilibrium of the economy as a whole, and causes a long wave 
of depression which may persist for some decades. Silberling Ipelieves that 
these tendencies arc reenforced by waves of political conservatism and radi¬ 
calism. The periods of stagnation arc times of political unrest, when the 
people turn to drastic reforms and panaceas that shake the confidence of 
investors and thereby help to retard business. 

There is considerable plausibility to this reasoning, and it may eventually 
be established that wars arc indeed the basic cause of the long fluctuations. 
The theory cannot be accepted finally, however, unless and until it is con¬ 
firmed by the work of other investigators. As to the short cycles, there is 
no doubt that wars exert some influence upon them; but warfare in itself 
will ncX account for the persistent recurrence of these cycles every few years 
in both the upward and downward phases of the long waves. Let us, there¬ 
fore, consider some of the theories that have been offered in explanation of 
these short cycles. They are too numerous for us to describe them all, but 
we can summarize a few (pf the more important ones. 

Psychological Waves of Optimism and Pessimism. —One group of stu¬ 
dents believes that business cycles are the result of waves of feeling which 
sweep over the business world from time to time. According to this view, 
the phase of prosperity is one in which businessmen are unduly optimistic, 
and this begets unwise and reckless adventures. There is a process of cumu¬ 
lative error, resulting from an exaggerated estimate of the possibilities of 
expansion. The errors are presently revealed when market realizations do 
not come up to expectations and profits are succeeded by losses. The result¬ 
ing disasters cause a feeling of worry and anxiety, often of actual fear, which 
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permeates the world of finance and is partly responsible for the collapse of 
credit. This is succeeded by a tone of pronounced pessimism, which helps 
to maintain the depression and prevent the speedy recovery of business. Too 
much stress is laid on these factors, however, when sole responsibility for the 
occurrence of business cycles is laid at the door of social psychology. There 
must be underlying economic causes for the changing mental attitudes of 
businessmen. Hence it seems probable that waves of optimism and pessimism 
accompany, accentuate, and perhaps prolong prosperity and depression, but 
are not the primary causes. 

The Underconsumption or Oversaving Theory.—A very popular theory, 
especially in the United States, may be summed up in the words oversaving 
and underconsumption. According to this theory, too much is saved in 
relation to what is spent for consumption. Saving leads to an increase in 
the stock of capital equipment, which eventually increases the output of 
consumers’ goods. Hut consumers’ expenditures are not sufficient to purchase 
these goods at prices which will cover their costs; prices must therefore fall, 
bringing losses to producers, and precipitating a slump in business activity. 
According to this analysis, the fault lies in excessive thrift. 

Socialistic writers, who are the originators of this theory, believe the basic 
cause is the unequal division of income which prevails in capitalistic society. 
The propertied classes have so much that they cannot consume it all and 
must, almost of necessity, invest it in industry; but the wage-earners, who 
constitute the masses of consumers, receive sc little that they are unable 
to buy the resulting product. Other economists say that the source of the 
difficulty rests in the fact that wages do not go up as fast as commodity prices 
in periods of technological progress or cyclical boom. The resulting lag of 
costs behind selling prices gives rise to excessive profits, which profits are 
reinvested, so that productive capacity and output increase at a more rapid 
rate than expenditures for consumption. There may also be some lag in 
farmers’ incomes, which likewise slows up demand for consumers’ goods, as 
manufacturing industries rely to a considerable extent upon farmers to buy 
their output. 

For many years this theory was confined to socialistic writers, and was 
generally opposed by most economists. They rejected it because they believed 
it to be inconsistent with Say’s law, and because they thought the balance 
between consumption and saving would be maintained by the regulative 
action of the interest rate. Since the depression of the 1930’s, however, the 
theory has been supported by a number of economists of recognized ability, 
particularly those who belong to the Keynes-Hansen school of thought.® 

® Keynes* theory is not a theory of cyclical depression, but of chronic sta^jnation. Therefore, 
it was dealt with in the chapter “The Problem of Unemployment” rather than here. It is, 
however, definitely an underconsumption theory, and can easily be adapted to the short cycle 
problem. 
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It must be admitted that it is possible for the amount of investment to 
be too large, in relation to expenditures for consumption, just as it is possible 
to produce too much of any commcxlity, such as coal, in relation to the 
demand for it. The actual or prospective earnings of investment will then 
fall, just as tlie price of coal would drop under such circumstances. In both 
cases, the decline sets in motion forces which tend to restore a balance. 
When the price of coal falls below the cost of prcjclucing it, less coal is pro¬ 
duced, so that the price rises again. Likewise, when the earnings of invest¬ 
ment fall below the rate which will induce savers to invest funds, the supply 
of savings should shrink until earnings rise again. It is conceivable that this 
drop might take the form of a crisis, and lead to an ensuing depression. 
In the optimistic exuberance of a period of expansion, investors might not 
anticipate the reduced earnings which would follow frtjm too great an 
increase in capital equipment until the oversaving had gone so far that a 
critical peruxl of readjustment was inevitable. The theory has, therefore, 
some plausibility; but its truth has yet to be demonstrated conclusively, and 
even if it be accepted, it must be supplemented by some of the other expla¬ 
nations, especially those which emphasize monetary factors, on which it lays 
very little stress. 

Monetary Inflation and Deflation. —The business cycle is a phenomenon 
peculiar to those economies which have a highly developed system of money 
and credit. Many of its characteristics, in fact, are clearly monetary in char¬ 
acter. The period of revival and prosperity is one of monetary inflation, 
when an increase in production is financed by expanding bank credit, and 
accompanied by a consequent increase in the general price level. The crisis, 
if at all severe, is conspicuously a time of financial strain, when credit is 
hard to obtain, loans are being called, and everybody is seeking to make his 
position as “liquid” as possible, by converting his assets into cash. Credit 
then shrinks noticeably in volume, hoards of cash are accumulated, and bank 
balances are allowed to lie idle. Thus the circulating medium contracts, 
constituting a deflatic»n, which continues during the depression, accompanied 
by a fall in p^rices due to the reduced flow of currency. 

These facts lead some economists to attribute the short cycles almost 
entirely to monetary causes; but this is too simple an explanation. Monetary 
phenomena are obviously a feature of business prosperity and depressjon 
that must be included in the explanation, but it is too much to attribute the 
short cycles to this cause alone. We must recognize that there arc malad¬ 
justments in the underlying structure of production, income sharing, and 
consumption, which are partly rcspionsible for the monetary disturbances. 

The Monetary Overinvestment Theory. —Many observers have noticed 
that the short cycles of business activity are most marked in the durable goods 
industries. This may offer a clue as to where the cause of the cycle is to 
be found. One theory that builds on this clue is the theory of overinvestment. 
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It would be more appropriate to call it the theory of attempted overinvest¬ 
ment, for it is the essence of this explanation that producers, miscalculating 
the prospective economic situation, attempt the construction of industrial 
plant in excess of the physical or financial resources that are available. In 
so doing, they make various commitments that later prove to be impossible 
to carry out. Their failure to make good on these contracts precipitates a 
crisis. 

The monetary overinvestment theory (which has the support of many 
competent economists) stresses particularly the belief that, in an upswing 
of business the quantity of investment exceeds the amount of voluntary sav¬ 
ing. This is made possible by the power which the banks have to create 
the money they lend. When a commercial bank makes a loan to one of its 
clients, it does not necessarily turn over to him cash. Usually it merely 
enters on its books a credit in his name, against which he can draw checks. 
The credit is called a deposit, but the only thing actually deposited is the 
borrower’s promissory note, and probably some collateral security. The 
“money” he gets has not been saved and left in the bank by anyone; it is 
created on the spot, in the very act of lending. Nevertheless it is money, 
which the borrower can use to buy goods. When checks are drawn against 
these deposits, only a small proportion of them has to be honored in cash 
by the banks. Most of them can be cancelled by being offset against each 
other, through the mechanism of the clearing house. So the banks can make 
loans which are several times as large as their cash reserves. In a period of 
business expansion, when the demand for loans is growing, the banks re¬ 
spond by creating more deposits; and they can go on doing this up to the 
limit which their cash reserves permit. The effect is an expansion of mone¬ 
tary purchasing power. Although the loans may be nominally for short 
periods, the borrowers may expect to renew them indefinitely, or to obtain 
funds for their repayment from the sale of ssecurities. So, purchasing flower is 
put into the hands of businessmen for permanent investment, which means 
that they are given funds with which to buy durable equipment in com¬ 
petition with consumers’ expenditures for immediately consumable goods. 
The currency expansion causes prices to rise, but consumers do not at first 
have any more purchasing power than before, Consec|uently, they can buy 
less of consumers’ goods. They have been forced into abstinence by rising 
prices, in order that new capital might be created through the inflation 
of bank credit. This is sometimes referred to as “forced,” or involuntary 
saving. It consists, not in the laying aside of money, but in the reduction of 
consumption imposed upon them by higher prices. 

Two difficulties are created by this process: (i) eventual shortage of funds 
with which to complete the financing of the investments thus begun; and 
(2) a rise in the costs of such investment, due to subsequent increase in the 
demand for immediately consumable goods. Consider the first of these diffi- 
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culties. The expansion of investment takes place on the assumption that 
eventually securities can be sold to investors to make good the advances 
from the banks. But since the amount of investment exceeds the amount 
of funds made available for the purchase of securities by voluntary savings, 
the process can go on only so long as bank credit expansion can continue. 
This has its limits. When bank reserves get dangerously low, so that further 
expansion of credit is impossible, many businessmen are caught without any 
means of financing the completion of the capital construction projects which 
they have undertaken. This might be enough in itself to start a downward 
movement. 

It is accentuated by the second difficulty—the rising costs of the construc¬ 
tion projects which are under way. The rising rate of interest, attendant 
upf>n the growing scarcity of bank credit, is an important factor here, and 
there is another of considerable significance. When the funds created by the 
banks for new investment are spent by businessmen in the construction of 
durable equipment, they lead to an increase in the money incomes of wage- 
earners, as well as of others who supply the productive factors employed in 
the construction work. While some of this extra income is no doubt saved 
by the recipients, most of it is probably spent in consumption. Thus there 
arises a great increase in the demand for consumption goods at the very time 
when enterprisers are trying to increase the stock of durable equipment. 
Since this eqtiipment will not yield its products until some future time, it is 
not yet available to satisfy the pressing demand for consumable goods. The 
result is a sharp rise in the price of consumption goods, which leads the pro¬ 
ducers thereof to bid actively against the makers of equipment for the 
available agents of production. This raises the costs of making the equip¬ 
ment above what was anticipated, so that prospective profits are turned into 
losses. C>onsequently, the investments prove a failure. The projects which 
were started may never be finished, or, if completed, their value will be less 
than the amount invested in them. So the boom, started by the expansion of 
credit, collapses, and a period of deflation takes its place. Now investment 
falls short of voluntary saving, leading to an accumulation of idle bank 
balances and other hoards. This makes credit abundant and cheap, favoring 
a revival of investment, which eventually ensues. Then a new expansion 
begins. 

Observe that this theory finds much of the trouble in bank credit inflation 
and deflation, being thus in harmony with the monetary theories. But it 
goes further, by explaining the unbalance which prevails between those in¬ 
dustries which are producing durable equipment and those which are mak- 
ing goods for immediate consumption. 

Magnified Fluctuations in Demand for Durable Goods.—It was observed 
above that those industries which are engaged in the production of durable 
goods (such as buildings and industrial plants) are the ones which suffer 
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the most extreme fluctuations in the different phases of the short cycle. One 
reason for this is explained by the so-called principle of acceleration, better 
termed the principle of magnified demand. This principle states that slight 
changes in the demand for finished consumers’ goods will cause much more 
drastic changes in the demand for the equipment used to produce them. 
This can be explained by a simple illustration. Suppose that a branch of the 
textile industry uses 10,000 locmis of a certain type, and that the average 
life of these looms is ten years. If the looms were originally purchased at 
different times, it may be assumed that, when the industry is operating at 
normal capacity, about one-lenth of them will wear out and need replacement 
each year. The makers of the looms, accordingly, could expect a demand for 
1,000 of the machines annually. Now suppose that in a certain year there is 
a decline of 10 per cent in the demand for the fabric made with these lcK)ms. 
The makers of the fabric will then need only nine-tenths as many machines 
as before; therefore, they will not replace the 10 per cent of the machines 
that wear out in that year. This reduces the demand for l(X)ms from 1,000 
machines to zero. On the other hand, assume a 10 per cent increase in the 
demand for the fabric. To meet that, its makers will need, not only to re¬ 
place the looms that wear out, but an additional thousand looms. Demand 
for looms in that year will rise to 2,000, which is double the usual demand. 
So it appears that a 10 per cent fluctuation in the demand for the fabric 
may cause a 100 per cent fluctuation in the demand for the looms. I'his 
illustration is typical of what happens to the equipment producing industries 
generally, when consumers’ demand for finished goods changes. The precise 
amount of fluctuation will differ according to the life of the ecpiipmcnt in 
different industries, but the variations in the demand for equipment will 
always exceed the changes in demand for its products. 

Much the same thing is true of durable consumer gcx)ds. If consumer 
incomes decrease, they will continue to buy food and clothing but will cut 
down drastically their purchases of new houses, furniture, automobiles, and 
the like. If their incomes increase, they will not buy much more food and 
clothes but will buy more of the durables. So the producers of the durable 
consumer goods suffer extreme fluctuations. 

The Uneven Movement of Costs and Prices.—We have seen that the ups 
and downs of business activity are accompanied by a rising and falling level 
of prices. However, all prices do not move exactly the same way. Some are 
much more responsive to inflationary and deflationary influences than others. 
In particular, wage rates are less flexible than commodity prices, especially 
in organized trades; while interest on fixed money debts, and amortization 
charges for the same, do not change at all during the life of a given loan. 

These disparities are undoubtedly significant in accentuating the move¬ 
ments of the short business cycle. When commodity prices begin to rise as 
a result of some expansionary impulse in the economic system, the lag of 
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wages and interest causes a widening spread between costs and selling prices, 
which spread is a source of increasing profits to businessmen. These profits 
encourage further expansion, aided by the banks, and the expansion becomes 
cumulative. As the upward movement proceeds, unemployed labor, unused 
plant capacity, and hoarded savings are gradually drawn into industry until 
they become increasingly scarce. In an attempt to continue the expansion, 
enterprisers then bid up the prices of these factors, so that at this stage they 
rise faster than the increase in the prices of finished products. Profits next 
begin to shrink, and may easily he converted into losses. Those industries 
which have the greatest difficulty in raising the prices of their products will 
be hardest hit by the increase in costs, and may be forced into bankruptcy 
The expansion then comes to a halt and recession sets in. In the ensuing 
deflation, the flexible prices fall faster than the inflexible ones, and, in particu 
lar, the selling prices of commodities drop more rapidly than such factor 
costs as wages and interest. This turns profits into losses for some producers 
and so accentuates the deflation. In the ensuing depression, unemployment 
becomes extensive and hoarded funds excessive, leading to a slow decline 
in wages and interest rates, until eventually they reach a point low enough 
to permit a revival. This theory explains some of the factors which aggravate 
the movements of the business cycle, but it is not a complete analysis. 

A Typical Short Cycle.—By drawing the threads of these various theories 
together, wc will now be in a position to get a fairly clear picture of how 
the short cycle runs its course. Let us begin with the assumption that a 
depression prevails, and trace the factors which start a revival. The depression 
is a period when ample resources are available for expansion, and when costs 
of production are low because wages, interest rates, and the prices of materials 
have fallen. Hence, any new stimulus can readily start an expansionary 
process. Such a stimulus may come from the urgent necessity of replenishing 
depleted stocks of merchandise or replacing wornout equipment. Or, some 
external event (such as a war, a new invention, or increased demand from 
abroad) may give the needed impetus. 

By one or another of these stimuli, some producers are led to increase their 
output. In so doing, they hire more labor and buy more products from other 
businessmen. The re-employed wage-earners and businessmen, in turn, in¬ 
crease their demands for goods. So, the expansion spreads from industry to 
industry. As it gets under way, selling prices rise faster than costs, leading 
to profits in the manner described in the paragraph above. The process 
is cumulative, the monetary medium necessary for continued expansion 
being supplied by bank credit inflation. Confidence grows to optimism and 
optimism develops into enthusiasm. Before long a wave of prosperity is in 
full swing. 

In this process of expansion, the various troublesome factors described 
in the several theories above have been at work. There are the initial stimuli 
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from external events and internal developments. The psychology of op¬ 
timism, tending to errors of overanticipation, is present. Monetary inflation 
is developing and, as a result of this, investment is running ahead of volun¬ 
tary savings. Demand for durable goods is being magnified. Productive 
capacity is increasing faster than consumption, and selling prices are running 
ahead of costs. 

All of these tend to generate strains in the economic process which must, 
sooner or later, reveal fundamental weaknesses in the situation. So long 
as unused plant capacity, unemployed labor, and ample reserves of credit 
are available, these weaknesses may not appear to be serious, but when pro¬ 
duction approaches the point where existing resources are fully utilized, 
and credit is near the limit of expansion which existing bank reserves permit, 
further expansion becomes increasingly difficult. In the exuberance of the 
boom, construction projects may have been begun on the assumption of a 
continued increase in demand, which projects now come to a halt for lack of 
finances with which to continue them; or, the total volume of undertakings 
which have been contracted for may exceed the capacity to produce. Over¬ 
investment is thus beginning to make itself felt. Frenzied bidding for the 
scarce agents of production ensues in order to complete these contracts. 
This raises the price of the productive agents to the point where costs rise 
above the actual or prospective earnings. Costs have also been increased by 
the growing inefficiency which characterizes a pericxl of active business. 
Meanwhile, credit is increasingly difficult to obtain, the banks becoming 
uneasy because of their shrinking reserves and the increasingly precarious 
position of many business enterprises. 

Recession sets in when some important industry or group of industries 
incurs such losses that it cannot meet its obligations. Some large businesses 
fail, and, in failing, may cause failure of the banks which financed them. 
This, in turn, causes difficulties for other concerns which depended upon 
those banks for credit. Then starts a process of progressive contraction 
which is just the reverse of the expansion previously described. The indus¬ 
tries which are first to curtail dismiss their employees, stop paying dividends, 
and may not even pay interest on their bonds. This reduces the incomes of 
wage-earners and property owners, who are thereby forced to curtail their 
expenditures. There is then a decline in demand for products of other in¬ 
dustries, which, in their turn, are forced to contract. A general process of 
liquidation ensues, in which commodities and securities are sold on the 
markets for whatever prices they will bring. Prices fall, but costs fall less 
rapidly, causing further losses and accelerating the general downward move¬ 
ment. The process of contraction gathers momentum, until production and 
employment are reduced to a low level. 

If serious bank failures occur, the crisis may degenerate into a panic, in 
which depositors, fearing the loss of their deposits, rush to the banks to draw 
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out their funds in cash. Since bank deposits in our system are covered by 
only partial reserves, there is not enough cash to make these payments, so 
the banks are forced to close. This collapse of bank credit paralyzes business, 
and creates a condition of chaos. Panics do not accompany every recession; 
they occur only in crises of unusual severity. 

The fall in prices necessitated by liquidation sounds the death knell to 
business profits, and without the prospect of profits business activity does not 
go on. A period of industrial stagnation follows. Industrial plants close 
down or continue to operate at less than normal capacity. Thousands, even 
millions, of employees are laid off. Wages drop and poverty is widespread. 

The period of stagnation will be more or less severe, and more or less 
prolonged, according to which phase of the long wave is prevailing, and 
according to the circumstances of the particular case. Eventually it runs its 
course, and business gradually recovers, in the manner explained at the be¬ 
ginning of this analysis. The cycle is then repeated. 

C. Control of the Fluctuations 

The Need for Business Stability.—There are some people who say that 
economic fluctuations are not undesirable. Progress in production, they be¬ 
lieve, takes place rapidly only when inflation is going on, while the subse¬ 
quent reaction of depression is necessary to correct the mistakes which take 
place during the period of prosperity. Most persons, however, would object 
to this view as unduly pessimistic. Our economic system must be a poor one 
indeed if we cannot hope to make progress save by spasmodic convulsions. 
The apparent prosperity of the expanding phase is largely an illusion, because 
in this period so many mistakes are made which must later be corrected. 
The resulting depression is a harvest of calamity and suffering. Can we not 
hope for a more orderly and stable course of business activity? 

Three Obstacles to be Overcome.—There are three obstacles which must 
be overcome before we can hope really to eliminate the severer phases of 
economic fluctuations. In the first place, we must be sure that we understand 
their causes. In the past there has been such diversity of opinion among 
economists on this point that it was difficult to know what sort of remedy 
was most likely to prove successful. It is becoming increasingly apparent, 
however, that the various theories supplement each other in such a way that 
they can be synthesized into a fairly consistent whole. This gives grounds 
for believing that some measures can be agreed upon that should prove 
effective at least in mitigating the severity of business depressions. 

A second and very serious obstacle to the attainment of economic stability 
exists in the recurrence of wars. We have seen that these wars are a factor 
in, and perhaps the basic cause of, the long waves of business activity, and 
that they also have important effects on the short cycles. In modern times, 
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especially, warfare requires a tremendous productive effort which drastically 
affects the entire economy. We cannot hope to smooth out the fluctuations 
so long as these disturbances continue to recur. Not until the nations of the 
world have succeeded in finding some way of settling their diflferences by 
peaceful means can we really deal effectively with our economic convulsions. 
In this matter the economist must wait for statesmen and political scientists 
to solve the underlying political problem. 

Finally, so long as business is conducted by many thousands of individual 
enterprisers, each of whom is free to follow the dictates of his own judgment, 
there will continue to be possible a lack of balance in industrial affairs that 
may throw business out of adjustment. To correct this may require a much 
more centralized supervision of economic affairs than now exists—a wisely 
directed system of economic planning, possibly some socialization of indus¬ 
try. These are issues so complex, reaching, as they do, deeply into the roots 
of the economic order, that we must leave them for fuller discussion 
at a later point in our study.^* Meanwhile, we may consider some measures 
of control which will at least mitigate the short cyclical fluctuations. There 
are several possibilities. 

The Control of Money and Credit. —Wc have seen that practically all 
students agree that the phenc^mcna of money and credit play a very important 
part in the ups and downs of the short cycle. Whether or not one accepts 
a purely monetary theory, it is clear that expansion and contraction of the 
medium of exchange, especially of bank credit, provide a vehicle for the rise 
and fall of business activity, without which the movements could not assume 
the form that they do. Bank credit expansion makes available the funds for 
involuntary saving, overinvestment, the expansion of durable gcK)ds indus¬ 
tries, and the rise of prices and profits, on one or more of which phenomena 
several theories of the cycle lay stress. Subsequent collapse and progressive 
shrinkage of credit are deeply involved in the process of liquidation and fall¬ 
ing prices which characterize the downward spiral of recession. Therefore, 
it would appear that the most hopeful approach toward reducing the severity 
of cyclical fluctuations would be through the control of money and credit. 
Various devices are at the disposal of the government by which bank credit 
expansion in time of revival could be resisted, and perhaps prevented, and 
by which contraction in time of recession could be checked, or at least re¬ 
duced in severity. Many students believe that resolute and intelligent u'sc 
of these controls could impart a considerable degree of stability to business 
activity. Others believe that we can go even further, through the adoption 
of a definitely managed currency which will maintain a stable general level 
of prices. These proposals will be developed in greater detail in the next two 
chapters. 


®Scc the last three chapters of the book. 
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Public Works and Fiscal Policy.—In Chapter X it was suggested that 
cyclical unemployment might be reduced by liberal government expenditures 
for public works during business depressions. This same policy can be used 
to combat the depression itself. We have seen how, at a time of crisis, the 
curtailment of activity in one or more important sections of industry starts 
a vicious circle of contraction, the reduction in spending by business enter¬ 
prises causing a shrinkage of consumer incomes and consumer demand, 
which causes a further curtailment of business activity in other lines, and 
so on, until contraction becomes general. If, very early in the development 
of this downward movement, the government will step in with large ex¬ 
penditures to counteract the drop in business spending, the progressive de¬ 
cline can perhaps be checked, and depression avoided. If such a policy is to 
be successful, however, it must be begun promptly, and it must be done on 
a large scale. 

This raises certain problems of fiscal policy. The funds to be spent by 
the government must be obtained in a way that will not have a depressing 
effect upon industry. This means that, for the most part, they must not be 
raised by new taxes, which would only reduce further the amount of private 
spending. The government must, therefore, borrow. Even in times of busi¬ 
ness contraction the bonds of a strong government find a ready market, for 
the credit of such a government is good enough to inspire investors with 
confidence in spite of business uncertainty, llierefore, funds which would 
otherwise be hoarded will he loaned to the government, which, through its 
spending, can restore them to circulation. The public works program, if 
financed in this way, has thus an inflationary effect which offsets, to some 
extent, the general tendency toward deflation. This is just what is needed. 
It involves the danger, however, that it increases the public debt, so that if 
the desired stimulating effect on business is not soon achieved, and the deficit 
spending has to be prolonged, the results may be more serious than if the 
depression had been allowed to run its course. For this reason a governmental 
spending program of the sort here suggested is opposed by conservative 
critics, who lielieve that government credit should be kept unimpaired by 
keeping its expenditures strictly within its revenues. We shall return to this 
controversy when later we come to the chapters on public finance. 

There are certain other weaknesses in the public works proposal. Ihe 
government spending may not be in the direction that will be likely to cor¬ 
rect the maladjustments that have caused the recession. It may help to keep 
up certain prices and costs, particularly in the construction industries, which 
ought for the sake of balance in the economy to be lowered. Furthermore, 
there is the possibility that it may produce an artificial revival, based on the 
prop of governmental support, which will be followed by another collapse 
as soon as that prop is withdrawn. For these reasons, a public spending 
program must be directed with care, and it must be tapered off gradually 
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as private business revives. Moreover, public uwks must not be regarded as 
a complete solution to the problem of business depressions. They are an 
expedient to be used only in an emergency. 

The Use of Unemployment Reserves.—In Chapter XI there was a dis¬ 
cussion of unemployment insurance as a means of providing for the sup|xjrt 
of labor during periods of unemployment. This, too, has some tendency to 
offset the deflationary influences of business contraction, for it helps to main¬ 
tain the spending power of a great many consumers at a time when their 
expenditures would otherwise be drastically reduced. Whether or not this 
represents a net increase in the total volume of monetary expenditures in 
the economy depends on the source from which the unemployment benefits 
are derived. If the funds which are paid to the unemployed are merely 
diverted from expenditures that would have been made anyway somewhere 
else in the system (as might be the case if the funds were derived from taxes 
levied at the time of payment, for instance), they have no expansionary effect. 
On the other hand, if the payments are drawn from previously accumulated 
hoards, there is a net increase in the monetary circulation which should help 
to check the deflationary forces of the depression. It has been suggested that 
unemployment insurance reserves might be used in such a way as to accom¬ 
plish this. During prosperity, receipts of unemployment insurance funds 
would exceed disbursements; during depression, disbursements would exceed 
receipts. Let the excess receipts in the boom be impounded in the Federal 
Reserve Ikinks by the government, thus withdrawing funds from circulation; 
then let them be restored to circulation during depression, in the form of 
unemployment benefits. This procedure will help to offset the inflationary 
tendencies of prosperity and the deflationary tendencies of depression. 

The Guaranteed Sale of Output.—In a business recession, there always 
appears to be a lack of sufficient demand to buy the products of inrlustry at 
prices which will cover the costs of production; and there is, in fact, a 
shrinkage in the monetary circulation that reduces the circuit flow, thereby 
causing a decline in prices. These things suggest that, if the demand for 
goods and the circuit flow of money could somehow be maintained, a de¬ 
pression could be prevented. Acting on this idea, a number of proposals 
have been put forward to have the government guarantee the sale of the 
entire output of industry, by offering to buy any excess that cannot be sold 
on the market without loss. It is reasoned (on the basis of Say’s law) that 
the government could not lose much by such a policy because if it sustains 
industrial activity and employment by paying for goods, the money so re¬ 
ceived by businessmen will be passed on to wage-earners and others who 
benefit from the sale of goods, and will then flow back from these recipients 
into demand, thereby providing a market for resale of the goods the govern¬ 
ment has purchased. It is argued that the amount of goods actually pur¬ 
chased by the government need not be very great, because if businessmen 
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know that demand is going to be sustained, they will not curtail their produc¬ 
tion; therefore, they will continue to buy materials and pay out wages, divi¬ 
dends, etc., and the circuit flow, instead of being reduced by a general re¬ 
cession, will go on without much change. Any temporary slackening of 
the flow caused by underlying maladjustments in the economy will be offset 
by the government purchases, so that the recession will be short-lived and 
there will be no cumulative decline. 

One scheme of this sort ^ would have the government create a Federal 
Reserve Corporation, which would purchase liens on unsold goods in busi¬ 
ness inventories at prices sufficient to cover the out-of-pocket costs of produc¬ 
ing them. Liens would be taken on any standard commodity capable of 
being stored, including raw materials and many kinds of manufactured 
products. Money for the liens would be provided by creating deposits to the 
credit of the enterprisers, in Federal Reserve Banks. So long as the liens 
were in effeet, the goods would be stored under government seal, at its ex¬ 
pense, on the manufacturers’ premises or elsewhere, to be released to the 
owners whenever the liens were repaid. The kind of gcK^ds eligible for lien 
could be varied to prevent the encouragement of overproduction in particular 
branches of industry, but the Federal Reserve Corporation would be obliged 
to purchase enough liens in the aggregate to sustain a full level of industrial 
activity. By advancing (jnly enough to cover out-of-pocket costs, there would 
be no inducement to manuiacturers to produce for the government except 
in times of slack demand. The covering of out-of-p(x:ket costs would suffice 
to keep production going in such periods because it is better for businesses to 
keep going, if their out-of-pocket costs can be recovered, than it is for them 
to shut down. Owners of the goods could redeem their products at any time, 
and would be under obligation to take them before selling other goods in 
their inventories. In this way, the stored goods would be taken off the gov¬ 
ernment’s hands as soon as demand recovered. The Federal Reserve Cor¬ 
poration would not sell the goods itself, except in case of business failure on 
the part of the original owner. 

The possibilities of plans of this general sort are limited because they do 
not correct the underlying causes of business depressions. They will not 
effect the redivision of income that would be necessary to prevent under¬ 
consumption, and they will not prevent investment from running ahead 
of voluntary savings; therefore, they leave untouched the basic maladjust¬ 
ments that are believed to be chiefly responsible for business cycles in the 
two most widely held theories of business cycle causation. Unless these de¬ 
fects are remedied, it is hard to see how so simple a scheme could achieve 
the desired results. However, it might check the downward spiral of liquida- 

^ Sec Frank D. Graham, “Full Employment Without Public Works, Without Taxation, 
Without Public Debt, and Without Inflation,” in International Postwar Problems (October, 

1945)- 
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tion and deflation that is started by a business recession, and so it might 
mitigate the severity of a deflation while the correction of the underlying 
weaknesses was taking place. How much this would cost the government 
only experiment could tell. In any case, such a plan would need to be ac¬ 
companied by constructive measures to correct basic weaknesses in the 
economy. 

The Need for Flexibility of Commodity Prices and Costs.—We learned 
above that the uneven movement of commodity prices and costs, especially 
the lag of the latter behind the former, constitutes one of the maladjustments 
that leads to general business difficulties. It has been suggested that if all 
prices, including the prices of the agents of production, would move more 
evenly, maladjustments from this source would be eliminated. It is a problem 
of promoting greater flexibility of prices, so that equilibrium adjustments 
can be reached more quickly and easily. Inflexibility of prices is due partly to 
monopolistic practices in both the commodity and labor markets, partly 
to the slowness of rate-making procedure in regulated industries, and partly to 
various frictions in the economic process. The breaking up of monopolistic 
price practices, and a greater willingness to readjust rates on the part of 
rate-regulating authorities, would be helpful in this connection. In the case 
of one price, the bank-rate of interest, less attention to bank reserves, and 
more attention to the long-time investment market seems to be needed. 
This calls for wise bank regulation. 

The promotion of greater flexibility of wage rates presents a special 
problem. If the economic process is going to continue its cyclical ups and 
downs, wages should rise more rapidly during b(x>ms and fall more rapidly 
during slumps than they now do. The problem is largely one of securing 
the intelligent cooperation of unions and employers. Unions are prompt to 
press for increasing wages during periods of revival and prosperity, but they 
resist tenaciously any efforts to reduce wages during depressions, so that 
wages have sometimes risen too quickly during booms, and have not fallen 
sufficiently during slumps. Underconsumption theorists and labor sympathiz¬ 
ers have rather encouraged this attitude. Labor has as much to gain as any 
group from business stability. Depressions are particularly disastrous to 
wage-earners because of the widespread unemployment which they engender. 
Yet the stubborn resistance of organized labor to wage reductions prolongs 
and intensifies depressions. Labor leaders must learn that reductions in 
money wages, by reducing costs of production, will help to hasten recovery. 
Moreover, they should recognize that lower money wages at such times do 
not mean lower real wages if wage rates are not reduced more than retail 
commodity prices. On the other hand, employers must recognize that if 
wages are to be flexible in a downward direction, they must also be flexible 
in an upward direction. Freedom to move both ways in response to market 
influences will make for greater stability. 
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Another element of rigidity that needs to be removed exists in the wide¬ 
spread practice by business concerns of financing their capital requirements 
by means of long-time fixed debts, such as farm mortgages and bond issues 
which run for considerable periods of years. Throughout the life of these 
debts the interest charges are unchangeable, and the principal constitutes a 
fixed sum to be met when the loans expire. Where these debt charges con- 
stitute a relatively large part of the total expenses of a business, it is very 
difficult for costs to be reduced when selling prices fall. The result is that the 
business finds itself in trouble. What is needed here is a change in business 
practices by which capital requirements will be financed as far as possible 
by means that will not take the form of long-term obligations. For instance, 
improvements or expansion can be paid for out of current receipts or by 
sales of stock, rather than bonds. Where fixed debts must be incurred, there 
should be provision for their regular amortization each year so that they can 
be progressively reduced and will not constitute a Damocletian sword, ready 
to fall with destructive effect on the debtor concerns in times of stress. 

On the whole, the outlook for more evenly adjusted prices and costs is 
not bright. The tendencies to rigidity in our economic system appear to 
be growing stronger as time goes on. The growth of monopolistic businesses, 
the increasing regulation of private enterprise by government, the rising 
power of labor organizations, and prevailing methods of business finance, 
all make for inflexibility. Therefore, it is all the more important to perfect 
means of directing our economic life which will check maladjustments of a 
serious character at their very inception, so that drastic readjustments will 
not become necessary. Whether this can be done within the capitalistic sys¬ 
tem of industry is one of the great questions which confronts our generation. 

American Recovery Efforts in the Depression of the 1930’s.—In the great 
depression of the early nineteen thirties, the United States government em¬ 
barked on an extensive program designed to stimulate recovery. Four types 
of action were included in these efforts: (i) various measures of direct money 
inflation, including reduction in the gold content of the dollar, injection of 
more silver into our currency, issuance of Federal Reserve notes, and open- 
market operations; (2) loans to distressed debtors through agencies created 
for that purpose, including the Reconstruction Finance Corporation, Home 
Owners Loan Corporation, and the Farm Loan Corporation; (3) the vast 
public works program described in Chapter X; (4) efforts to increase the 
incomes (and hence the expenditures) of wage-earners and farmers, through 
the National Recovery Administration (which permitted employers to adopt 
codes curtailing output and limiting price competition, in return for their 
agreement to increase wages and reduce working hours), and through an 
agricultural adjustment program (described in Chapter XX) which provided 
a subsidy to farmers for restricting crop acreage, in the hope that the resulting 
curtailment of agricultural output would cause farm prices to rise. 
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The results of the program were disappointing. Although debtors’ dis¬ 
tress was considerably relieved, the various devices that were relied upon to 
bring about recovery were rather ineffective. Recovery was slow, and a full 
level of employment was not reached until the outbreak of the Second World 
War. In fact, an upturn occurred in Great Britain and other European 
countries (which had experienced the same depression) sooner than here. 
Some observers believe recovery in this country was actually retarded by the 
program because, they say, businessmen were reluctant to undertake commit¬ 
ments as long as the government was experimenting with various measures 
that it was thought might bode ill for private industry. Be that as it may, 
it is evident that the causes of business depressions lie so deep in our economic 
institutions, that we are more likely to succeed in preventing them by con¬ 
structive efforts to remove those causes than we are to lift the economy out 
of a depression by monetary and other devices when it has once occurred. 

Summary 

Economic activity is subject to upward and downward movements which 
can be measured by various indexes. Study of such indexes for the United 
States reveals four types of economic change: (i) an upward secular trend; 
(2) long waves about this trend; (3) shorter waves (business cycles) about 
the longer ones; and (4) seasonal and random fluctuations. The long waves 
affect the intensity of the short cycles. The short cycles exhibit four phases: 
recovery, prosperity, recession (or crisis, sometimes accompanied by panic), 
and depression. 

Although economic activity may be influenced by external factors, its 
cyclical response to such influences is due to internal forces. Major wars are 
the probable cause of the long waves, and they have some influence on the 
short cycles. The short business cycles have variously been attributed to (i) 
psychological waves of optimism and pessimism; (2) underconsumption (or 
oversaving), resulting from inequality or from rising profits; (3) monetary 
inflation or deflation; (4) monetary overinvestment (investment in excess 
of voluntary savings) financed by bank credit expansion; (5) magnified 
fluctuations in the demand for durable goods; (6) the lag of wages and 
other costs behind prices in periods of expansion. These theories are not 
mutually exclusive; they are complementary. By combining them we can 
trace the causal sequence of the cycle. 

Because economic fluctuations are wasteful and disastrous, we should 
attempt to control them. Measures which may help toward accomplishing 
this are: control of money and credit, so as to check inflation and deflation; 
government borrowing for public works during depressions; the impound¬ 
ing of unemployment reserves in Federal Reserve banks during booms, to be 
released in depressions; the guaranteed sale of industrial output by the gov- 
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ernmcnt; greater flexibility of prices and costs, especially of money wages. 
During the depression of the 1930’s, the American government made strenu¬ 
ous efforts to promote recovery by means of direct monetary inflation, loans 
to debtors, public employment projects, and the raising of wages and farm 
prices, but the program was not very successful. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 
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Stabilizing the Price Level 


A. The Fluctuating Price Level' 

Particular Prices and the Price Level.—In the last chapter we learned 
that rising and falling price levels are an aggravating factor in general 
economic fluctuations, and that it would contribute to a smoother course of 
business activity if the price level could be kept more stable. Our task in the 
present chapter is to examine price level movements more closely, and to 
find out what can be done to control them. To begin with, we must care¬ 
fully distinguish changing relationships between the prices of different goods 
from broad movements that characterize prices as a whole. The prices of 
individual commodities and services are ever shifting—some rising while 
others are falling, in response to changes in the conditions of demand or 
supply. Scarcely any two of them move in exactly the same way, but in their 
many variations a general ascent or decline can nearly always be found. It 
is to this general movement that we refer when we speak of the price level, 
and it is only with this that we are now concerned. The problem of con¬ 
trolling particular prices will be dealt with elsewhere (Chapters XIX 
and XX). 

An Index of the Price Level.—It is possible to measure changes in the 
level of prices by means of index numbers, similar to those used in the first 
chapter to measure national income, and in Chapter XIII to chart the 
course of economic fluctuations. To give a really adequate picture of changes 
in the general price level it would be necessary to include in the calculation 
the prices of a wide variety of things—commodities (in both wholesale and 
retail markets), securities, house rents, freight rates, wages, and so on. Such 
indexes have been constructed, but more often a less comprehensive index is 
used—one confined to a certain group of prices that is considered appropriate 
to the particular problem for which the index is to be used. One indjex 
that is commonly used in this way measures wholesale commodity prices. 
Another is made up of the items that go into the ordinary expenditures of 
workingmen’s families, and so measures the cost of living. 

^ Although Part A of this chapter duplicates a good deal of the material presented in Part A 
of Chapter X of Bye’s Principles of Economics: a Restatement, we believe that the fuller dis¬ 
cussion of inflation and deflation herein, plus certain other matter not contained in the Prin¬ 
ciples, will warrant using the whole of this chapter as required reading, even in courses where 
both books arc used. 


324 



STABILIZING THE PRICE LEVEL 325 

The index of wholesale commodity prices computed by the United States 
Bureau of Labor Statistics will serve well enough to show how the price 
level fluctuates. This bureau now records regularly the wholesale prices of 
approximately a thousand representative commodities. By multiplying each 
price by a factor which represents the quantity of that commodity which 
was marketed in a base year chosen for the purpose, each is given a weight 
in the aggregation of prices that corresponds to its economic importance. 
The sum of all the prices, so weighted, constitutes the index for any par¬ 
ticular year. By comparing the indexes for a series of years, the movement 
of the price level can be observed. 

The solid line of Figure 9 shows the above-described index in graphic 
form, for the years 1800 to 1946. The dashed line shows changes in the cost 
of living since 1913. Looking at the wholesale price line, it will be noticed 
that during the period covered by the statistics there were three violent up¬ 
ward movements, followed by rather steep declines. Another rise was under 
way at the close of the series. In the severe convulsion that took place from 



Figure 9. Wholesale Commodity Prices and Cost of Living in The United States 


1910 to 1932, wholesale prices in this country rose to more than double their 
previous level and then fell precipitously (except for a fairly steady interval 
from 1921 to 1929) to a point about where they were before the First World 
War. Even when prices are not behaving in so erratic a manner, there 
is continual change going on, such as the gradual rise shown in the chart 
from 1896 to 1910, with lesser oscillations from year to year. A chart of prices 
for any other nation would show very similar changes. These facts indicate 
that price levels in the present economic order are very unstable. 

An Unstable Price Level Means an Unstable Dollar. —These changes in 
the general level of prices show corresponding changes in the value, or pur¬ 
chasing power, of money. When prices are high, the value of money is 
low (for it will buy less in commodities), and vice versa. Our dollar, instead 
of being a fixed unit of measurement, is a quite variable one. This lack of 
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stability in our standard of value causes a great deal of inconvenience. Im¬ 
agine buying groceries, using as our standard of weight a flexible unit 
which varied from month to month, and from year to year! In purchasing 
a pound of sugar we would never know just how much of it we would really 
receive, and there would be all sorts of opportunity for miscalculation and 
injustice, for at one time the grocer would be giving us less sugar to a pound 
that at another. Or, suppose we were accustomed to measuring cloth with 
a rubber yardstick, the length of which varied with the looseness or tightness 
with which it was stretched! In purchasing ten yards of material we would 
never know just how much we were getting. We are in exactly this situation 
when we deal in terms of dollars. When a wage-earner accepts employment 
at a wage of forty dollars per week, he has no way of knowing just what 
his real wage will be, for his forty dollars will not always purchase the same 
quantity of economic goods. If a man borrows a thousand dollars, agreeing 
to repay it at a later date, he cannot know just how great an obligation he 
has really assumed; for if the value of mcmey changes, he will have to pay 
back more or less real purchasing power, as the case may be. In measuring 
weight, length, volume, temperature, the flow of electric current, the heat¬ 
giving capacity of foods, and the like, we no longer tolerate such uncertainty. 
We have devised invariable units, such as the pound, the foot, the cubic fcK>t, 
the degree of temperature, the ampere, the calory, and other standards which 
are fixed and invariable. The lack of stability in our standard of value is 
equally intolerable, and should be corrected. 

The Disastrous Effects of Changing Price Levels.—We have already seen 
that fluctuations in the level of prices are closely associated with those serious 
disturbances of business activity which were described in the preceding chap¬ 
ter. In fact, some economists attribute the movements of business cycles 
almost exclusively to changes in the value of the dollar. But this is not the 
only evil which arises from instability of the price level. There are others 
sufficient to condemn the present monetary system. 

One of the worst of these evils is the disastrous effect on debtors and 
creditors. Suppose that a corporation running a chain of retail stores has 
borrowed $500,000 on bonds which mature in ten years. If the price level 
rises, the corporation’s proceeds from the sale of its merchandise will be 
greatly increased, and it will require a smaller proportion of its total receipts 
to pay off this loan than it had anticipated, giving its stockholders unexpected 
(and undeserved) profits. The bondholders, on the other hand, will suffer a 
loss; for although they get back just as much money as they loaned, the money 
is not worth as much, so that their real wealth has been decreased. The 
change in the value of money has robbed the bondholders to benefit the 
stockholders. Had the price level fallen, the result would have been reversed. 
The corporation would have had difficulty in paying back the loan, and 
might even have been forced into bankruptcy, while the bondholders would 
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be receiving in actual purchasing power far more than they had loaned. 

The far-reaching extent of the gains and losses to debtors and creditors 
caused by a fluctuating price level will be realized if we consider the enor¬ 
mous number of persons who are in either a creditor or debtor position. 
When the price level rises, millions of debtors, such as enterprisers and stock¬ 
holders (whose corporations are often doing business on borrowed funds), 
reap profits at the expense of millions of bondholders and other creditors. 
These creditors may be educational foundations, who now find the income 
from their endowments inadequate to meet the increased money expenses 
caused by a rising price level. They may be the recipients of insurance funds, 
painstakingly accumulated through long years of saving to provide what 
was expected to be an adequate income for helpless widows and children, 
or to care for the declining years of old age. The rising price level is equiva¬ 
lent to confiscation of a part of the savings represented by these endowments, 
insurance policies, and so on. On the other hand, a falling price level makes 
it impossible for many debtors to meet their obligations. During the falling 
price level which accompanied the depression of 1930-1933, thousands of home 
owners and farmers lost their homes and farms because of their inability to 
meet the interest on their debts. These debts consisted of mortgages couched 
in the form of a fixed money sum, made at a time when prices, including 
the price of real estate, were high. When the fall in prices came, the money 
incomes of the mortgagors fell with them, until they reached a point where 
it was no longer possible to pay the interest on these mortgages. Foreclosures 
followed, and the wealth of the unfortunate debtors passed into other hands. 
Falling prices also meant the bankruptcy of many business firms, with con¬ 
sequent stoppage of industrial activity and the creation of unemployment. 

An unstable price level also has far-reaching effects upon the prosperity 
of wage-earners. The labor market is sluggish, and money wages cannot be 
adjusted immediately to every change in the general level of prices. This is 
especially true where wages are fixed by collective agreements which run 
for considerable periods of time. The lag of wages is likely to injure the 
workers when prices are rising, because the cost of living goes up faster 
than money earnings; but in the organized trades this is less true than 
formerly, for strong unions in some cases are able to obtain successive in¬ 
creases, so that wages may rise at even a faster rate than other prices. Falling 
prices, however, are nearly always certain to bring disaster upon the laboring 
class, because they lead to unemployment. For those laborers who continue 
to be employed during periods of falling prices, however, there is likely to be 
some gain, for their wages will not usually decline as rapidly as commodity 
prices. 

Rising price levels usually lead to increasing business profits, for business 
enterprisers finance their operations very largely on money loans, the amounts 
of which remain fixed while the selling prices of their merchandise increase. 
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They also gain, as employers, from the lag of money wages behind com¬ 
modity prices. Finally, they gain from the fact that, as prices keep going 
up, the money value of the goods which they have purchased is continually 
rising while it is in their hands. By laying in stores of materials or merchan¬ 
dise in advance, and selling it later when prices have risen, they reap a corre¬ 
sponding profit. When prices fall, however, the effects upon businessmen 
are disastrous, for now the reverse of the conditions just described takes 
place. The prices of goods in producers' hands fall, and there is a loss 
on all stocks laid in in anticipation of future sales; wages fall more slowly 
than the prices at which commodities are sold; and money debts remain as 
great as before, while money incomes from business operations are declining. 
It is these effects on the profits of businessmen that make the fluctuating 
price level an important cause contributing to business cycles. 

A Qualification.—The above argument applies only to price level changes 
caused by expansion or contraction of money. Where, the flow of currency 
remaining unchanged, a movement of the price level is brought about by 
changes in the “real” or “physical” costs of industry, the relationships be¬ 
tween debtors, creditors, enterprisers, and wage-earners will not be generally 
disturbed. In progressive economies, technical progress tends to bring about 
a more or less continual increase in output, relative to the amounts of pro 
ductive factors employed. This will permit a general lowering of prices 
without any decrease in the money rents, money wages, money interest, debt 
reduction, and the like, paid out by enterprisers. So long as prices fall no 
faster than real costs, then, enterprisers will not be injured; for, although 
they sell their products at a lower price per unit, they sell more units than 
before. The total of their money receipts, in general, will be as large as ever, 
since the recipients of the money income stream will exchange it all for goods 
of one kind or another, passing it through enterprisers’ hands, as heretofore. 
Neither will the other classes in the economy suffer because, under the con¬ 
ditions avssumed, their money incomes will be no less than they were pre¬ 
viously. On the contrary, everyone will benefit by the fall in prices, for they 
can buy more goods than formerly. In this way all share in the generally 
lower costs made possible by improved industrial methods. We shall have 
occasion to refer to this reasoning later in this chapter, when we consider the 
proposals of those who favor a “neutral” money policy. 

Monetary Inflation. —The evils of an unstable currency are most flagrant 
during periods of extreme monetary inflation. By inflation we mean any 
increase in the money flow not offset by an equal increase in the volume of 
trade. There is always, in every country, a group of people, such as debtors, 
who gain by rising prices, and who, therefore, favor a “cheap money” policy. 
“Cheap money” means abundant money—that is, money of low purchasing 
power, reflected in a high level of prices. A policy of inflation is most likely 
to be adopted, however, in time of war, when the financial resources of gov- 
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ernments are strained to the limit. Wars are exceedingly expensive, and it 
is very difficult to raise enough revenue by taxation to finance them. It is 
much easier to print paper dollars or create new bank credit with which 
to pay the government’s bills for war supplies, for this money is readily 
accepted by the people and passes into general circulation. As the circulation 
increases, the price level begins to rise. Money is like other things—the more 
there is of it, the less it is worth; consequently, it takes more to buy a given 
quantity of goods when money is plentiful. Or, to put it another way, when 
people have more money in their possession, their money demands for com¬ 
modities increase, and the prices of the latter rise as a result. 

If the money issues of a period of inflation are small, the resulting dis¬ 
turbances need not be very serious. But if a war is to be fought, its expenses 
are likely to be terrific, and the government finds itself under pressure to 
inflate the currency in ever increasing quantities. In fact, it is soon enmeshed 
in the maze of a vicious circle, for, as prices rise, the purchasing power of 
its money issues declines, and its tax receipts will likewise provide less real 
income. Hence, it is forced to issue still larger quantities in order to make 
up for the deficiency. This pushes the price level higher and higher, making 
still larger money issues inevitable, until the circulating medium is swelled 
to an enormous size. 

Excessive inflation of this sort took place in many European countries 
during and after the First World War. Beginning with small issues, the 
governments soon found themselves in the vicious circle of inflation. New 
issues were put out in increasing amounts until the monetary circulation 
rose to incredible figures. Even such financially strong nations as Great 
Britain and the United States did not escape this tendency, while in Ger¬ 
many and Russia the inflation exceeded all bounds. The following table, 
showing the paper-money circulation in a number of countries before and 
after that war, gives some idea of how extreme was the situation: 


Paper Currency Issues in Certain Countries, 1914 and 1923^ 


Country Monetary Unit Note Circulation Note Circulation 

1914 1923 

(000,000 Omitted) 

Austria . Crown 55I38 4,113,000 

Belgium . Franc 934 6,902 

France . Franc 5,812 37»055 

Germany . Mark 2,014 3,871,788 

Italy . Lire 1,557 

Russia . Ruble i>590 450,000,000 

United Kingdom . Pound 29 401 

United States. Dollar 1,056 3,266 


*Thc figures are those of O. P. Austin, statistician for the National City Bank of New York, 
as given in the bank’s Monthly Letter for April, 1923. 
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During and after the Second World War, the same sort of thing occurred 
in some countries. In Hungary inflation reached a point where money had 
to be issued in fantastically high denominations to keep pace with rising 
prices, some of the notes running in units of i,ooo trillion pengoes. These 
sums were beyond the grasp of the people, so business was done in terms of 
“blues” (1,000 trillion notes) and “browns” (loo trillion notes). Smaller 
notes for millions, and similar “trivial” sums, became worthless and were 
thrown away! By June 1946 the circulation of pengoes was 126 trillion times 
what it had been at the beginning of inflation.*^ In China, where the Japanese 
occupation of the richest part of the country deprived the central govern¬ 
ment of much of its ordinary sources of revenue, the war was financed by 
paper notes, printed in the United Slates and flown by the bale over the 
Himalayas to Chungking. The pockets of the coolies bulged with Chinese 
dollar notes of high denominations, but these would scarcely pay for the 
barest necessities of life. Such are the devastating effects of warfare on a 
monetary system. 

How Inflation Confiscates Capital.—We can perhaps appreciate the enor¬ 
mity of the catastrophe involved in such inflation by considering how the 
wealth of thousands of people can be completely wiped out by it. Let us 
imagine the situation in Germany after the First World War. Thousands 
of investors had put their savings into mortgages on real estate, into the 
bonds of corporations, and into the bonds of the German government itself. 
In many cases these investments represented the entire fortunes of the 
investors. They were debts contracted in terms of German marks, and 
represented, at the time of the loans, large quantities of wealth. Then marks 
began to depreciate and prices began to soar. When prices had increased 
so many times that every commodity sold brought into the seller’s hands 
thousands of times as many marks as it formerly had, it was a comparatively 
sim[)lc matter f(jr the debtor corporations to pay off their bond issues and 
mortgages in the depreciated currency. It was as though a debt of thousands 
of dollars could be paid off for a few cents. In this way the debts of many 
corporations were practically wiped out. The investors received as many 
marks as they had originally invested, to be sure, but these marks were prac¬ 
tically worthless. The fortunes of the investors were gone. They had been 
defrauded of their wealth by the depreciation of the currency. Even creditors 
of the German government, who bought bonds in good faith, found their 
value shrinking and shrinking, until they became so much worthless paper. 

The Problems of Deflation.—The results of excessive inflation are so 
obviously disastrous that sooner or later governments come to realize that 
it must be stopped and a sound and stable currency restored. Then arises 
a question as to what is the best method of bringing about such restoration. 

® These facts arc taken from a dispatch in The New York, Times, July 2, 1946. 
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Prior to the First World War, most governments considered it necessary to 
return to the gold standard, which meant that the inflated money would 
have to be replaced by money that would be redeemed in gold upon demand. 
If the inflation had not been tex) great it was sometimes possible, by heavy 
taxation and strict economy in government expenditures, to bring govern¬ 
ment finances to a point where there would be sufficient revenue to redeem 
the paper money issued during the inflation at its full value in gold. The 
United States succeeded in doing this after the Civil War by redeeming its 
“greenbacks” dollar for dollar, and this greatly strengthened its credit and 
the world’s confidence in the integrity of our government. England was able 
to do the same thing with its currency after the First World War, though 
not without serious disturbance to its economy occasioned by the accom¬ 
panying deflation. 

If inflation has been very great, however, full redemption of the currency 
is impossible; and, even if it could be done, it would be as disastrous as the 
inflation which preceded it, for redemption means deflating the currency to 
the same extent that it was previously inflated. The retirement of the de¬ 
preciated money reduces the total volume of purchasing power, and brings 
about a fall in prices to somewhere near their original level. Such a fall 
in prices is just as undesirable as the rise which accompanied the inflation. 

Instead of redemption, then, the paper money must be either repudiated 
or devalued. If repudiated, it is outlawed entirely and a new standard cur¬ 
rency, restricted in quantity, takes its place. The usual procedure, however, 
is to exchange the depreciated money for a new monetary unit set up to 
replace it. This is known as devaluation. The American government, after 
the Revolution, exchanged the paper money issued by the Continental Con¬ 
gress for metallic standard money at about one cent on the dollar. In most 
European countries after the First World War, new monetary units were 
set up, some with new names, and a fixed ratio of exchange was established 
between the two moneys thus circulating side by side. In time this permitted 
the governments to replace all of the depreciated currency with the new 
money at the ratio so established. Devaluation by such methods accom¬ 
plishes the transition from a discredited to a sound currency with a minimum 
of disturbance. 

Before the restoration of a sound currency is possible, the government 
must balance its budget; that is, it must succeed in making its revenues from 
taxes, loans, or other ordinary sources equal to expenditures. If it cannot 
do this, it has no recourse but to go on printing money with which to pay 
its bills. Hence the transition from a time of inflation to one of stability 
is a difficult period, calling for sound statesmanship and heroic measures. 



332 


APPLIED ECONOMICS 


B. CONTTIOL OF THE PrICE LeVEL 

Why the Price Level Fluctuates.—We cannot hope to correct our unstable 
price level until we first understand the causes upon which the value of 
money depends. Like other values, it is very largely a matter of demand 
and supply—the demand for and supply of money. The demand for money 
consists of all the goods which are offered in exchange for it. The supply 
is made up of all the means of payment actually used in the purchase of 
goods. The value of money, therefore, depends upon the ratio between the 
total monetary circulation and the number of goods for which it is to be 
exchanged. But this simple formula is not enough. We must go into greater 
detail in order to see just what it is that makes up the money flow, and what 
constitutes the volume of goods offered in exchange for it. 

Goods are more often paid for with checks than with coin or paper 
dollars. Money, therefore, includes not only gold and silver coin and bullion, 
bank notes, government notes, and the like, but also bank deposits subject 
to check. Some of this money may be used little or not at all, however, while 
other parts of it may be used a great deal. Most of our gold and silver coin 
and bullion is securely locked up in government strongholds and does not 
circulate in exchange. So long as this money is not actually in circulation, 
it cannot enter into the determination of prices. Some bank deposits subject 
to check may be carried on the books of the banks, but unless checks are 
actually drawn against them, they do not enter into the price-determining 
process. On the other hand, those dollars and bank deposits which actively 
circulate may be used over and over again in the course of a few weeks or 
months. Every time they are used they help to determine a price. An ac¬ 
curate indication of the total money flow which really enters into the deter¬ 
mination of the price level, therefore, consists of (a) the volume of money, 
and (b) the rapidity of circulation (or turnover) thereof. 

The demand for money, we have seen, consists of all the goods which 
are offered in exchange for it. These goods include not only physical com¬ 
modities, but the services of laborers, the making of loans, the renting of 
real estate, and so on. In fact, every time there is a business transaction of 
any kind in which any commodity or service is offered in exchange for 
any form of money payment, the price level is affected thereby. Further¬ 
more, if a given article passes through several hands, as when it is sold by a 
manufacturer to a wholesaler, by a wholesaler to a retailer, and by a retailer 
to a final consumer, a price is established at each such transfer. It therefore 
enters into the price level several times. We find, then, that the demand 
for money consists of the total number of units of commodities and services 
that enter into exchange; or we may say, simply, the total number of ex¬ 
change transactions that take place within a given period of time. 
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The relation between these various elements is most conveniently ex¬ 
pressed in an algebraic formula, known as the equation of exchange. 

MV + M'V' 

This equation may be written as follows: P =--. Here P stands 

for the average, or general level, of prices. M represents the total stock of 
cash, either in active circulation or in bank or government vaults. V 
indicates the velocity of circulation, or rate of turnover, of this cash."^ M' 
stands for circulating credit. V'' is the velocity of circulation, or rate of 
transfer, of this credit from person to person and from bank to bank. 
T is the total volume of trade, or the number of transfers of commodities 
and services entering into exchange. It will be observed that the value of 
P (the general level of prices) depends upon the ratio between the numerator 
and denominator of the fraction with which it is equated. The numerator 
of the fraction represents the flow of money; the denominator represents the 
flow of goods. Any increase in the money flow tends to raise the value of the 
numerator and increase the magnitude of P. Any increase in the volume 
of trade, on the other hand, tends to raise the value of the denominator and 
decrease that of P. So the equation is just another way of stating the truth, 
that the general level of prices varies directly with the flow of money and 
inversely with the flow of goods into trade. 

The General Principle of Stabilization.—So far as those violent fluctua¬ 
tions of the price level which arise from excessive issues of fiat money and 
their subsequent repudiation or devaluation are concerned, the remedy is 
clear enough. Governments must refrain from such reckless methods of 
finance and learn to pay their expenses out of revenues derived from taxes 
or from justifiable loans. More will be said on these questions in Chapter 
XXIV. But we must not be deluded by the thought that this will be easy 
of accomplishment. Sound government financing depends on the wisdom of 
officials and their willingness to avoid inflation of the currency. In times 
of peace this may be attained, but it is almost too much to expect in time 
of war. Wars cost so much that the burden of taxation required to finance 
them by ordinary means is more than the people, in most cases, would be 
willing to bear. At least, it is more than legislators have the courage to im¬ 
pose. Therefore they usually fall back, in the end, on some kind of inflation. 
Even if there are no issues of fiat paper money, there is inflation of bank 
credit, which has much the same effect. This takes the form of bank de¬ 
posits, placed at the disposal of the government by the banks, as a means 
of paying for government bonds purchased by the latter. So we see that 
stabilization of the price level, like the stabilization of economic activity in 
general, can probably not be fully accomplished until a means of preserving 
international peace has been found. 

*The velocity of that money which is held in the vaults as reserve is, of course, zero, and 
hence this money has no direct effect upon the value of P at all. 
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However, the problem of a fluctuating price level is not only one of war¬ 
time inflation and deflation. In times of peace, prices go up and down 
greatly, both with the phases of the short business cycle, and over longer 
periods, such as the slow upward trend from 1895 to 1914. How to correct 
these cyclical and secular movements is the problem to which the remainder 
of this chapter will be devoted. It is clear from our analysis of the equation 
of exchange that we could keep the value of P stable if we could maintain 
a constant ratio between the volume and velocity of money, on the one 
hand, and the volume of trade on the other. To regulate the latter, we would 
have to control the entire process of production—a task too vast for the 
present; but some economists believe it is both desirable and feasible to ad¬ 
just the flow of money to the output of industry in such a way as to stabilize 
the price level. Their proposals are thus monetary in character. 

The Neutral Money Proposal.—Although it is fairly obvious that arbitrary 
movements of the price level induced by monetary disturbances are unde¬ 
sirable. it is not clear that absolute fixity of the level is the best goal at which 
to aim. There is a school of theorists (including the present writers) who 
believe that what we should seek is a system of neutral money. By neutral 
money is meant money that would not interfere with the economic process 
in any way. It would be a passive thing, permitting exchange relationships 
to take place naturally, without any distortion from monetary causes. With 
such a system in effect, a change in the money supply would never be per¬ 
mitted to exert an inflationary or deflationary effect upon prices, but moderate 
changes in the price level might be brought about from changes in the “real” 
(physical) costs of production. 

Let us see how this would w^ork in a progressive economy like ours. For 
nearly two centuries there has been going on a gradual improvement in the 
techniques of production that has increased the per capita output of goods 
in this country by an average of a little more than 3 per cent annually. We 
may hope that this progress will go on in the future. If we were to stabilize 
the price level absolutely, it would be necessary to offset this increase in 
goods by an equivalent increase in the quantity of money. While this would 
not cause an inflation of prices, it would cause an inflation of money incomes, 
and this would be bound to have disturbing effects upon the economy. As 
in any period of rising money incomes, profits would be increased at the 
expense of wages, and debtors would gain at the expense of creditors. On 
the other hand, if money were neutral, prices would be allowed to follow 
changes in real costs, so that, as the output of industry increased, the general 
level of prices would fall slightly, at a rate of about 3 or 3V2 per cent yearly. 
This would give us a price level much more stable than the one we now 
have (there would be no price inflations or deflations), but it would not be 
absolutely fixed. 

At first thought it might seem that this gradual decline in prices would 
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have the disturbing effects upon debtors, creditors, enterprisers, and wage- 
earners, that was described in an earlier paragraph. However, this is not the 
case, for when a movement of the price level is brought about by changes 
in the physical costs of production (and not by expansion cjr contraction of 
money), these disturbances will not occur. This was explained in the para¬ 
graph above that bore the heading “A Qualification,” but it will bear further 
elaboration. Suppose that enterprisers generally, while employing land, labor, 
and equipment at prevailing rates of rents, wages, and interest, introduce 
improvements that yield a larger quantity of gcx)ds. They can sell these 
goods at lower prices per unit without any reduction in their gross receipts, 
for they sell a greater number of them than before. There is, therefore, 
nothing in the situation to change the circuit flow of money. The same 
quantity of money as formerly flows into enterprisers' hands, and is paid out 
by them to the owners of the factors of production, so that the average of 
money incomes in the economy remains at its former level. This being the 
case, the relations between creditors and debtors will not be altered, nor 
will the relations between profits and wages. All have the same money 
incomes, but all enjoy the benefits of greater productivity, by being able to 
buy more gfK)ds than formerly. 

This analysis supports the view that we should aim at monetary neu¬ 
trality, rather than at absolute stability of the price level. This means that 
we should seek to keep constant, not the average of prices, but the average 
of money incomes. We could do this by keeping the items MV and M'V' 
in the equation of exchange substantially unchanged in amount, except that 
they would be allowed to expand gradually in direct proportion to the growth 
of [x^pularion. For theoretical perfection, there might also have to be some 
slowing down of this expansion to offset any decrease in the number of 
exchanges (T) in the economy caused by the vertical integration of in¬ 
dustry. Such integration, by eliminating transactions between formerly sep¬ 
arate concerns in the successive stages of industry, would otherwise have 
a somewhat inflationary effect on the price level. As a matter of practical 
feasibility, however, it would not be necessary to go into all these niceties; 
we could probably come close enough to the ideal of monetary neutrality by 
keeping the supply of money at a fixed amount per head of population. 
This would be very simple. 

Some Objections Considered. —While there is a great deal of support 
among economists for some plan of monetary stabilization, there is likewise 
some opposition. A number of objections have been put forward. 

For one thing, it has been argued that any program for controlling the 
price or money income level in a given country would disturb the relation 
between its level and that of other countries with which it has trade, 
thereby disturbing rates of exchange between them and hampering the opera¬ 
tions of foreign trade. For instance, it is said that if prices are held down 
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in the United States while rising in Great Britain, the British pound will 
fall in value relatively to the dollar. Since a pound will then buy less dollars, 
our goods will be relatively dearer to the British than they formerly were, 
and American exports to Great Britain will be reduced. Conversely, if prices 
in Great Britain are falling relatively to ours, their exports to us will be 
adversely affected. Consequently, it is reasoned, unless the principal commer¬ 
cial nations would agree to a concerted program of monetary management, 
intolerable disturbances would result. This argument seems unconvincing 
to the present writers. If prices in Great Britain are rising, it is because 
British pounds are more plentiful in relation to goods; therefore, the fact 
that more pounds must be offered for a dollar should work no hardship upon 
the British, and should not injure our export trade. The argument as to 
falling British prices can be met similarly, and likewise for all other coun¬ 
tries whose price relations might be altered by stabilization of our dollar.*"^ 
Anyway, such disturbances as might arise from this cause would be serious 
only in those countries whose foreign trade was very large, compared with 
their domestic industry. Where a country’s foreign trade is of minor impor¬ 
tance, stability of the internal price level is more to be desired than stability 
of its foreign exchange rates. The United States is in such a position. Our 
foreign commerce does not amount to more than 10 per cent of our total 
industry. The disturbances caused by fluctuations in the value of the dollar 
abroad, therefore, are less serious to us than fluctuations in the internal price 
level. Hence, it would be wise policy for us to embark on a program of 
stabilizing the price or income level within our borders, without waiting for 
the rest of the world to do likewise. 

It is also argued against stabilization that, since any program to con¬ 
trol the level of prices or money incomes requires the introduction of money 
into, or the withdrawal of money from, circulation, this is bound to dis¬ 
turb the natural price relationships between different commodities; the in¬ 
jection or withdrawal of money cannot affect all prices equally and at the 
same time—it must affect some before others. For instance, if we are trying 
to prevent a fall in prices by expanding our currency through paper money 
issued by the government, this will first raise the prices of those commodities 
and services which the government buys, and will throw them out of ad¬ 
justment with other prices. If the expansion takes the form of additional 
bank credit, it is most likely to get into the hands of businessmen, who will 
use it for the purchase of industrial equipment, thereby disturbing the rela¬ 
tion between the prices of producers’ and consumers’ goods. A contraction 

®It is true that if some other country depreciates its currency rapidly, the exports of the 
stabilizing country will be temporarily reduced because its exchange rate will drop faster than 
prices in the depreciating country will rise. This will be explained more fully in Chapter XVI. 
But the remedy for this is not to meet depreciation with depreciation, because that would only 
aggravate the disturbance. Therefore this is not a valid objection to stabilization. 
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of bank credit would have the opposite effect. It is the view of the present 
writers that such disturbances of interprice relationships would be serious 
only if the volume of changes in the currency necessary to effect stabilization 
of the price or money income level were large, relatively to the total mone¬ 
tary circulation. However, once the program was well under way, the 
changes in currency necessary to prevent monetary distortions of the price 
or income level should be slight. 

A third objection advanced against proposals for stabilization is that we 
do not yet have any measure of the general price level sufficiently accurate to 
guide the control program. Most index numbers measure only commodity 
prices, such as the wholesale price index described at the beginning of this 
chapter. But money is used to purchase not only commodities at wholesale, 
but also those at retail, and for such purposes as employing the services of 
labor, the renting of real estate, and other more or less intangible things. 
The value of money consists of what it will buy, on the average, of everything 
for which it is u«ed. To construct an index number which will truly repre¬ 
sent this is not an easy task, but progress in this direction is being made. 
Fortunately, we need not wait for a perfect index number before embarking 
upon a plan of stabilization. A program based on one that is even approxi¬ 
mately correct would be a better guide than none at all. The neutral money 
psoposal would not require an index number of the general price level for 
its operation. A mere census of population growth might suffice. At the 
most, there would be needed indexes showing changes in the size of the 
working population, in the quantity of land in use, in the amount of saving, 
and in the vertical structure of industry. The making of these specific in¬ 
dexes appears to offer less difficulty than the more general type of index 
required for maintaining an unchanging price level. 

A fourth objection is that the government docs not now possess monetary 
controls that are adec]uate for such a program, ffie quantity of cash can be 
regulated easily enough, but bank deposits are much more difficult to con¬ 
tend with. In the next chapter, however, there will be described a method 
(the one hundred per cent reserve plan) which is clearly adequate to control 
the volume of demand deposits. Velocity of circulation is more intangible, 
less amenable to regulation; but if velocity slows down, new money can be 
issued to offset it, and if it speeds up, a compensating reduction in the supply 
of inoncy can be made. This objection, then, does not appear to be in¬ 
superable. 

Finally, it is objected that any program to control the price level would 
make our monetary system the football of politics. It is said that political 
tinkering with money in the past has done more harm than good. This is 
true however, only of paper money inflation. It can hardly be said that the 
control over our monetary system exercised by the Federal Reserve Board has, 
on the whole, been political. What is now advocated is that such controls 
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be directed toward a new objective. If the objective is clearly defined and 
the criteria to be followed are clearly set forth in appropriate legislation, it 
ought to be passible for the controls to be exercised without political inter¬ 
ference. 

A Multiple Standard of Debts.—It has been proposed that the injustices 
between debtors and creditors which result from changing price levels can 
be corrected without changing our monetary system. At present it is the 
practice for a debtor to repay his creditors as many dollars as were loaned 
to him, with interest. It is now suggested that, instead of doing this, he 
should pay back as much real purchasing power as he borrowed. This could 
be done by making the principal of the loan vary with some officially es¬ 
tablished index number of prices. If a corporation issued a $1,000 bond in 
1945, payable ten years later, and the price level rose 10 per cent during that 
period, the company should pay the bondholder $1,100 in 1955 order to 
return to him as much purchasing [lowcr as was represented by the original 
loan. On the other hand, if prices fell, a creditor would receive less money 
that he invested. Interest payments could be adjusted similarly. If the reader 
has followed the analysis of the injustice to debtors and creditors caused by 
unstable prices, he will see that this multiple standard of debts is an arrange¬ 
ment equitable to both parties. As an emergency measure it is to be com¬ 
mended, so long as fluctuations in the level of prices continue. Had it beyn 
in effect during the depression of 1930-1933, it would have saved thousands 
of farm and home owners the loss of their properties through mortgage 
foreclosures, without injustice to the mortgagees. However, the plan is at best 
a makeshift, for it corrects only one of the difficulties which result from 
changing price levels; and it permits the real source of the evil (the unstable 
dollar) to continue. A more radical remedy must therefore be sought. 

International Bimetallism and International Control of Gold.—From 
time to time it has been suggested that international bimetallism would 
render the price level more stable than a monetary system based exclusively 
upon gold. Under bimetallism both gold and silver are made standard 
money, and the holder of either metal can have them coined in unlimited 
amounts at the government mints. It is generally held that no nation 
by itself can successfully maintain a bimetallic currency because of the 
operation of Gresham’s law. For the sake of uniform coinage it is necessary 
to prescribe a fixed weight for both the gold and silver coins, thereby estab¬ 
lishing an unchangeable mint ratio for the metals when used as money. But 
the market ratio of these two metals continually fluctuates, for it is not to 
be expected that the prices of gold and silver will always move exactly 
together. Consequently, there is a discrepancy between the value of the two 
metals as commodities (the market ratio) and the value artificially set upon 
them as money (the mint ratio). Every time the market ratio deviates from 
the mint ratio, either gold or silver is overvalued, and the overvalued money 
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drives the undervalued one out of circulation. Then either gold or silver 
will become the standard coin in fact, and the other metal will disappear 
from the monetary system. 

It has been reasoned, however, that, if bimetallism could be established 
in all of the most important countries simultaneously, by international agree¬ 
ment, this difficulty would not arise. When one country attempts to main¬ 
tain bimetallism alone, a large part of the undervalued metal flows to other 
countries where bimetallism is not maintained. If all countries had the 
system, however, this expulsion of the undervalued metal could not take 
place. The only avenue of escape for it would be to employ it in the arts. 
But as it was withdrawn from circulation and put to industrial use, the 
value of money would rise as a result of the decrease in the supply of it, 
while the value of the metal in the arts would fall because its quantity was 
increasing. This would go on until the value of the metal in its two uses 
became equal. In this way the market ratio would adjust itself to the mint 
ratio, and a certain amount of both moneys would remain in circulation. 
It is argued that if such an international system could be maintained, the 
price level would be more stable, because the two metals would not be likely 
to change in value to the same extent at the same lime. If either one moved 
up or down, its effect upon prices would be offset by the greater stability of 
the other. However, experience proves that if we had had bimetallism for 
the first few decades of the present century, our price level would have shown 
more extreme changes than it did, because the value of silver fluctuated 
much more than did gold, and its presence in the monetary system would 
have been a disturbing, not a stabilizing influence. 

Somewhat similar is the suggestion that the various gold standard coun¬ 
tries establish an international commission to buy up the gold mines of the 
world and control the output of gold so as to maintain price stability. Apart 
from the difficulty of getting concerted action on such a plan, there is the 
fact that gold is coming to play a less and less important part in monetary 
systems. Moreover, this plan is based on the assumption that the price level 
can be controlled by manipulation of the one item, M, in the equation of 
exchange. In view of the ups and downs to which bank credit (M'"), and 
the velocity of circulation of money (V and V') are subject, this is very 
doubtful. All things considered, this proposal does not offer much hope 
of success. 

The Compensated Dollar Plan. —One of the most widely publicized sug¬ 
gestions for controlling the price level is the compensated dollar plan, advo¬ 
cated by the late Irving Fisher, of Yale University. Briefly, the proposal is to 
maintain a gold standard, with free coinage and free convertibility of money, 
but the gold dollar, instead of being fixed in weight, would be changed from 
month to month in accordance with an official index number. If the index 
showed that the price level was beginning to rise, the weight of the dollar 
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would be increased by a small amount, never exceeding one per cent. The 
gold reserves in the monetary system would then represent fewer dollars, 
and the government would retire the necessary number of gold certificates. 
This would reduce the number of dollars (M) in our bank reserves, and so 
would decrease (Fisher believed) the average volume of bank credit, thereby 
tending to bring the price level down again. If the index showed a slight 
decline of prices, the weight of gold in the dollar would be reduced. More 
gold certificates could then be circulated against the gold in the monetary 
reserves, thus increasing M in the equation of exchange, and tending to force 
prices up to their former level. Incipient changes in the price level would 
thus be checked before they had progressed very far. There are other details 
to the plan, but the essence of it is covered by this explanation. Its announced 
objective is a stable price level, but if the method of control would achieve 
that objective, it could also be used to achieve the objective of neutral money. 

However, it seems very clear that the compensated dollar plan, by itself, 
could not accomplish its purpose. Like the proposal for the international 
control of gold, it exaggerates the importance of gold as a controlling factor 
in our monetary system. The price level depends not alone upon the quan¬ 
tity of specie, but upon the amount of bank credit and the velocity of circu¬ 
lation of money. The compensated dollar rests upon the invalid assumptions 
that velocity is an unimportant factor and that, inasmuch as credit is based 
upon and limited by available gold reserves, any change in the number of 
gold dollars must be reflected in a corresponding change in deposit money. 
This is certainly not true of short period fluctuations. Therefore, while the 
compensated dollar plan would help to control the price level—especially the 
gradual upward and downward movements which take place over long 
periods of time—it would have to be supplemented by additional measures 
designed to correct fluctuations in bank credit. 

The Control of Bank Credit.—Some writers believe that the regulation 
of bank credit alone, if rightly exercised, would suffice to control the price 
level. The banking system of most countries is dominated by some central 
banking authority, such as the Board of Governors of our Federal Reserve 
System. Among the devices at the disposal of such authorities are control 
of the rediscount rate, of open market operations, and of reserve require¬ 
ments. Suppose that it is desired to check an incipient rise in the price level. 
The banking authorities can raise the rate of rediscount at which central 
banks will make loans to other banks, thereby discouraging credit expansion; 
they can sell securities in the open market and hoard the funds received in 
payment therefor, thus causing some shrinkage of the monetary circulation; 
and they can raise the reserve requirements to which the banks must con¬ 
form, thereby limiting their lending power. If an incipient fall of prices is 
to be forestalled, they can lower the rediscount rate, thus making loans 
cheaper to borrowers; they can inject funds into the market by purchas- 
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ing securities and paying cash therefor; and they can lower the reserve 
requirements, thus relaxing the limits to bank credit expansion. The same 
controls could be used to keep the flow of money approximately constant, 
in accordance with the neutral money principle. All three of these devices 
are now in use in this country, but the authorities have not directed their 
controls resolutely toward stabilizing the level of prices or money incomes. 

The critics who are opposed to price level stabilization or neutral money 
programs doubt whether the devices of credit control could be used effectively 
for such purposes. They argue that credit is an intangible thing, so dependent 
on the temper of the business community and on international monetary 
movements which are difficult to control, that it would not respond to reg¬ 
ulation. As to this, it seems fairly certain that the banking authorities can 
check an inflationary rise of prices if they are resolved to do so, for they 
can make the expansion of credit extremely difficult. Their failure to do 
so in the past has been due to lack of willingness rather than to lack of 
power. It is not so certain that they can prevent prices from falling, for, 
while they can make credit easy and cheap to obtain, they cannot compel 
businessmen to borrow if they are not in a mood for it. However, it is always 
possible for the government to step into the breach with new issues of paper 
money and, if necessary, with a policy of borrowing and spending for public 
works. Such policies are sure to prevent prices from falling, if resolutely 
pursued. 

More effective than any of the means of credit control now in use would 
be the one hundred per cent bank reserve plan, to be described in the follow¬ 
ing chapter. This would take the power to expand and contract bank de¬ 
posits entirely away from the commercial banks and lodge it with the 
government. The volume of all kinds of money could then be definitely 
determined by the government and directed either toward the goal of stable 
prices or of money neutrality. While velocity of circulation would still be 
subject to independent variation, changes in it could certainly be offset by 
changes in the supply of money, if of sufficient magnitude. 

The Suggested Abandonment of the Gold Standard.—The monetary 
system which now prevails in the United States, and in most other countries 
as well, appears to be in transition from a commodity currency, automatically 
regulated by its basis in the commodity selected as the standard, to a purely 
nominal currency, regulated by the government, with stability or neutrality as 
the objective of such regulation. The standard commodity is gold in most 
cases. In a true gold standard monetary system, there is free (unlimited) coin¬ 
age of gold and convertibility of all other forms of money (including demand 
deposits) into gold at the will of the holder; hence the total quantity of 
money, on the average, tends to vary with its gold basis, expanding as the 
base expands, and contracting as the gold reserves contract. This kind of a 
monetary system docs not exist anywhere in the world today. Where (as in 
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the United States) a quasi-gold standard has been retained, it is no longer 
automatic. A somewhat crudely managed monetary system has been super¬ 
imposed upon it. In many countries there is scarcely a pretense of the gold 
standard. There need be no regrets at this evolution, for there are good 
reasons for believing that a gold standard is neither necessary nor desirable. 

It is granted that the gold standard has its advantages. In early times, 
when only metallic money was generally used, gold was the most suitable 
metal for the purpose. History shows that it gave us a more stable money 
than silver would have done, and it is far superior to fiat money when the 
latter is issued indiscriminately to meet the exigencies of political expediency. 
The general use of gold in most of the world caused the price levels in all 
gold standard countries to move approximately in unison, which is an ad¬ 
vantage in international trade. Also, gold shipments afford a very satisfactory 
way of settling international balances. Finally, where there is a strong enough 
sentiment for maintaining the gold standard inviolate, industry is protected 
from inflationists and “cheap money” politics. 

On the other hand, gold has little actual use as money today. It has been al¬ 
most completely replaced by paper notes, the gold merely being kept as a 
reserve to secure the paper. In many countries the paper is inconvertible, 
or (as in this country since 1933) convertible only under narrowly limited 
conditions. Where the circulating medium is regulated by the size of the 
gold reserves, the consequences may be far from satisfactory. An inflow of 
gold may lead to dangerous inflation. This happened when Europe sent us 
great quantities of gold to pay for purchases here during and after the First 
World War. Our surplus reserves of gold helped to support the rapid rise of 
prices which reached its peak in 1920, and led to an eventual collapse. Con¬ 
versely, an outflow of gold payments may cause deflation and loss of con¬ 
fidence. This was the exp)erience of some European countries in the period 
between the two world wars. Moreover, it is expensive to keep millions 
invested in gold just to lie in storage. Finally, the relatively stable value of 
gold in the past is largely accidental. Gold production ran roughly parallel 
to the output of other commodities, keeping the ratio of money to trade 
(the numerator and denominator of the equation of exchange) fairly con¬ 
stant, but there is no assurance that even this rough stability will continue. 
Some students of the problem believe that there is little likelihood of much 
further steady increase in the world’s output of gold, while continued growth 
of production in other lines is to be expected. The rigid maintenance of a 
gold standard under these conditions might lead to a long period of falling 
prices, with a depressing effect upon business. On the other hand, if science 
should discover ways of transmuting other metals into gold cheaply, there 
might be a sudden increase in the world’s supply which would usher in a 
period of inflation. Finally, one may ask why it is necessary or appropriate 
to tie our monetary system to any one commodity whose value is bound to 
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fluctuate. Even though we may correct such fluctuations by compensated 
dollars or other devices, would it not be better to tackle the problem directly 
by setting up a new monetary unit whose value is independent of any one 
commodity? This is what some writers are now proposing. 

The Multiple Commodity Reserve Plan.—One proposal would replace 
the gold standard with a multiple commodity standard. The idea is that a 
dollar would represent a composite group of some twenty-five or more basic, 
storable raw commodities. The relative amounts of these commodities in the 
group would be determined by their relative importance in commerce. A 
dollar would be equivalent to a fractional part of the representative group, 
and would be redeemable in quantities of sufficient size to make the operation 
a practicable one—for instance, in sums of, say, one hundred dollars. Thus 
a dollar would be in effect a multiple commodity certificate similar to the 
gold certificates that are now the basic units of our monetary system. The 
certificates would be issued against quantities of the composite group of 
commodities stored in warehouses under government seal. These commodi¬ 
ties would thus constitute a one hundred per cent reserve back of the money. 
Anyone could obtain dollars by bringing these commodities to the ware¬ 
houses for storage, or the holder of money could redeem it by surrendering 
dollars for the commodities and taking them out of storage. He would 
have to take all the commodities in the group; he could not take possession 
of any one commodity separately. 

The advocates of this proposal believe that it would stabilize the general 
level of prices because the representative group of commodities selected for 
the reserve could never depart appreciably from one dollar in price. If their 
prices should start to go down, the dollar would become worth more than 
the group of commodities; therefore, holders of commodities would bring 
them to the government for storage in exchange for more dollars. This 
would reduce the quantity of the commodities offered for sale on the market 
at the same time that it increased the number of dollars in circulation, with 
the result that prices would rise. If the prices of the group of commodities 
should go above a dollar, people would exchange dollars for commodities by 
taking the latter out of storage. This would bring prices down again be¬ 
cause the supplies of the commodities offered on the market would increase 
and the number of dollars in circulation would be reduced. 

It will be noticed that this plan is very similar to the proposal, described 
in the preceding chapter, to stabilize business activity by having the govern¬ 
ment purchase and sell standard storable commodities, through the medium 
of a Federal Reserve Corporation. It has, indeed, been suggested that the 
two ideas could be worked together to stabilize both prices and business 
activity. 

Two principal objections can be made against this plan. In the first place, 
it could stabilize only a small group of prices—namely, the wholesale prices 
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of a few selected commodities—while the general price level is made up of 
a vast complex of prices. The prices of other commodities not included in 
the reserve—thousands of finished consumable goods sold in retail markets, 
securities, real estate, rented houses, the wages of labor—all these make up 
the price level, and they do not move in exact correspondence with any 
selected group of wholesale commodity prices. Therefore, the proposed 
scheme could only introduce one stabilizing element into the multiplicity 
of prices, and this could hardly be sufficient to prevent the price level as a 
whole from fluctuating. In the second place, the proposed machinery is 
complicated and clumsy. It would be awkward to have to handle a score 
or more of commodities in fixed proportions every time new dollars were 
to be issued or old ones redeemed. The plan calls for an extensive system 
of warehouses under government supervision, and these warehouses would 
be difficult and expensive to operate. No such complicated machinery is nec¬ 
essary because we do not have to have any reserve back of our money at all. 
A sound and stable monetary system can be maintained without any reserve 
by simply regulating the number of dollars according to an appropriate cri¬ 
terion, such as is afforded by the neutral money idea. Let us see how this 
could be done. 

A Managed Nominal Money.—Trade can be carried on c}uitc satisfactorily 
by the use of nominal monetary units, provided their quantity is intelli¬ 
gently controlled. The real danger in the use of inconvertible paper or any 
nominal money lies, not in the fact that it cannot be redeemed for gold or 
other standard commodities, but in the possibility of overissue. If paper and 
deposit money, without any commodity backing, were issued in quantities 
no more than sufficient to keep money neutral, there is no reason to believe 
that the monetary system would collapse or that inflation would occur. In 
fact, there have been countries where inconvertible paper or overvalued 
silver money has served as a satisfactory medium of exchange and provided 
a fairly stable level of prices for considerable periods of time. It seems, there¬ 
fore, that the time has come to adopt an honestly and wisely managed nomi¬ 
nal currency. 

Working out such a monetary system would involve the creation of a 
fund of paper money and bank deposits, the quantity of both of which would 
be strictly limited by the central monetary authority. The paper money 
would be inconvertible and without any commodity reserve behind it, but 
it would be issued only in quantities sufficient to insure the neutrality of 
money, or to maintain stability of the price level. Such a currency would 
differ from paper issues of the past in that it would not be even nominally 
a promise to pay gold and it would not be issued for purposes of securing 
government revenue, but solely to provide a medium of exchange. It would 
differ also in that its quantity would be definitely fixed by the criteria stated. 
In so far as gold was needed for the setdement of international balances 
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arising out of foreign exchange transactions, the need could be met by a 
special fund provided for that purpose by the government. To a certain 
extent, this last is in effect in the United States today. Our government no 
longer converts money freely into gold, but will convert it where the gold 
is wanted to pay debts abroad. However, even this limited monetization of 
gold would really not be necessary, for if the yellow metal were sold freely 
in the markets like any other commodity, anyone needing it to make a pay¬ 
ment abroad could obtain it by a simple act of purchase. 

Provided such a monetary system were competently administered, it 
should be greatly superior to the present system. Its greatest danger would 
be that a weak government might use it as a source of revenue, thereby 
ushering in a period of fiat money inflation, with all its attendant evils. Yet 
even a gold standard system is not free from this possibility, for specie pay¬ 
ments can be (and often are) suspended in the exigencies of government 
finance. Any monetary system can be (and probably will be) abused when 
war occurs. In peacetimes, however, it is entirely possible to set up a man¬ 
aged monetary system that will be free from political tampering. All that 
is necessary is to create an independent monetary commission with positive 
instructions to employ a certain type of index number and to regulate the 
quantity of money in a definitely prescribed way to achieve a clearly stated 
objective. Further developments in monetary policy are likely to be in this 
direction. 


Summary 

The general level of prices is subject to fluctuations which can be meas¬ 
ured by index numbers. Changes in the level not only aggravate the evils 
of general economic fluctuations, but they have profoundly disturbing effects 
upon debtors, creditors, wage-earners, and business enterprisers. However, 
there is no disturbance when a decline in prices is due solely to reduced 
real costs of production. Hie evils of rising prices arc most catastrophic 
in periods of extreme monetary inflation. Subsequent deflation is almost 
equally disastrous. Where inflation has been excessive, stability can only 
be restored by repudiation or devaluation of the overissued currency and the 
establishment of a new, stabilized monetary unit. 

To remedy the evils of a fluctuating price level, it is proposed that the 
price level be stabilized by some kind of monetary control. A better pro¬ 
posal is to stabilize the average money incomes of productive agents, thereby 
making money neutral. This would allow prices to fall slowly as real costs 
are reduced by technological progress. Critics of all such stabilization pro¬ 
posals argue that foreign exchange rates would be upset, that interprice 
relations would be disturbed, that suitable index numbers to guide the con¬ 
trols are not available, that devices suggested for the control of money 
would prove inadequate, and that the program would be interfered with by 
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politics. Many competent students of the problem believe that these difficul¬ 
ties are not insuperable. 

This chapter considered several proposals of control. A multiple standard 
of debts would correct the injustices between debtors and creditors, but it 
would not go to the root of the problem. International bimetallism and in¬ 
ternational control of gold production would probably fail, because they 
would control only the item M in the equation of exchange. The compen¬ 
sated dollar plan, according to which the weight of the dollar would be 
varied directly with movements of the price level, would be inadequate by 
itself, for the same reason. To be effective, the program must include the 
control of bank credit by means to be developed more fully in the next chap¬ 
ter. A multiple commodity reserve monetary system is needlessly compli¬ 
cated, and would be only partially effective. What is needed is the final 
abandonment of the already moribund gold standard and the establishment, 
in its place, of a managed nominal money consisting of inconvertible paper 
and bank credit, definitely regulated so as to maintain a stable (or neutral) 
price level. 
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CHAPTER XV 


The Control of Banking 


A. Banking Functions and the Objectives of Control 

Bank Regulation.—The last two chapters have shown the intimate con¬ 
nection that exists between bank operations, economic fluctuations, and move¬ 
ments of the price level. The whole process of economic life is so dependent 
on the banks that the maintenance of a satisfactory banking system is essen¬ 
tial to prosperity and stability. Experience over a long period of years, both 
in this country and elsewhere, has shown that the banking system will not 
function satisfactorily without some supervision by government; hence 
measures of regulation have been adopted in practically all countries. In the 
United States, regulation was first left to the several states to handle, but 
serious abuses forced the federal government to intervene with the National 
Banking Act in 1863 and, in 1913, with the creation of the Federal Reserve 
System. Today, although thousands of state banks still exist, most of them 
are subject to some degree of federal regulation, either by virtue of their 
voluntary membership in the Federal Reserve System or through their affilia¬ 
tion with the Federal Deposit Insurance Corporation. Therefore, we now 
have a wide degree of federal control over most of the nation’s banks. 

The machinery developed to exercise this control, and the way it has been 
used, have been shaped by the basic concepts that have dominated American 
thinking on the nature and functions of banks. If we would get an insight 
into the problems of control, therefore, we must understand these concepts. 
This requires us to apprehend the two primary functions which banks per¬ 
form in our economy, as the rather discouraging results that have so far 
attended our efforts to provide a satisfactory banking system can be attributed 
in large measure to the fact that the full significance of these two functions 
has been only dimly appreciated. 

The Two Primary Functions of Banks.—The roundabout (time-consum- 
ing) process of production that characterizes modern industry depends upon 
invested savings to provide it with equipment. Governments also need such 
savings to finance some of their more costly undertakings, especially wars. 
One primary function performed by banks is to act as go-betweens in col¬ 
lecting the savings of individuals and making them available to industrial 
enterprises and governments. This may be called the loan function. It is 
seen most clearly in savings and investment banks. Thousands of small 
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investors deposit in savings banks the monetary savings which they accu¬ 
mulate in modest amounts from time to time. The savings banks lend these 
accumulations to business corporations and governmental units by investing 
them in industrial or government bonds and mortgages. Out of the interest 
earned on these investments the banks are able to meet their own expenses 
and pay a smaller rate of interest to their depositors. Investment banks per¬ 
form the loan function somewhat dilTercntly. They underwrite large security 
issues for business corporations (as explained in Chapter IV), thus guaran¬ 
teeing their sale. They then proceed to market the securities to large investors 
who come to them for advice on the investment of their savings. It is im¬ 
portant to notice that in these two cases the funds invested come from 
individuals who save them out of surplus income. 

The second primary function of banks is to provide the community with 
a medium of exchange—that is, money. This function is performed by com¬ 
mercial banks. Originally the principal form of money supplied by the banks 
was the bank note. This is still widely used in some countries, but in the 
United States such notes are now issued only by the Federal Reserve Banks. 
Far more important in our banking system are demand deposits (checking 
accounts). It is important to realize that these are really a form of money. 
They act as money in the following way: Suppose a depositor, A, has pur¬ 
chased goods from a seller, B, to the amount of $1,000. A draws a check 
to the order of B, which B deposits in his bank. The amount of $1,000 is 
then deducted from As balance and added to that of B. If both men deal 
with the same bank, this is accomplished by a simple transfer on the books 
of that institution. If they deal in different banks, it is accomplished through 
the mechanism of the clearing house, or perhaps by a shifting of balances 
to the credit of the two banks in the Federal Reserve bank of their district. 
In any case, it takes the form of changes in the entries to the credit of the 
two men in their respective institutions. By means of these changing credit 
balances, deposits “circulate” from person to person, without much use of 
cash. Fully nine-tenths of business payments in this country are made in 
this way. Deposits have come to supplant other forms of money for large 
transactions because they are safer and more convenient. 

These arc not the only functions performed by banks. They also act as 
custodians for the safe keeping of funds, and sometimes as fiduciary agents 
to look after decedents’ estates and to handle the investment of funds left 
in trust for various beneficiaries, but these functions are minor. It is with 
the loan and monetary functions that the principal problems of bank regula¬ 
tion arc concerned. 

Mixture of the Two Functions in Commercial Banking. —If commercial 
banks existed solely for the performance of the monetary function, and 
had nothing to do with loan operations, many of the problems that have 
plagued our monetary and banking systems might never have arisen. How- 
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ever, the fact is that these banks perform both kinds of function, and the 
two things are combined simultaneously in their daily business operations. 
When a commercial bank makes a loan, it does not necessarily act (like a 
savings bank) as an agent for transferring to borrowers funds previously 
placed in its custody by depositors, or derived from the initial investment of 
its stockholders. It has the power to create the money it lends in the very 
act of lending. For instance, when a borrower brings a note to his bank for 
discounting, the bank does not usually give him cash, it merely credits his 
account with a deposit to the amount of the note, less the discount. He 
can then draw checks against this deposit and use the credit so placed at his 
disposal to hire labor or purchase goods in his daily business operations. 
When business is in a process of expansion, during the upward phase of a 
cycle, a large volume of new deposit money is being created in this way. 
This is known as bank credit expansion. During a recession, on the other 
hand, when loans are being paid off, deposits are being liquidated, so that 
bank credit is undergoing a process of contraction. As a result of these 
operations, the supply of money in the community is being alternately in¬ 
creased and decreased. 

This process of creating and extinguishing deposits upsets the balance 
between saving and investment in the economy, leading to serious difficulties. 
When bank credit is being newly created, the new funds flow mainly into 
investment, without the volition of income recipients. This causes involun¬ 
tary saving, and may bring on a general depression, in the manner described 
by the monetary overinvestment theory of business cycles. On the other 
hand, when credit is being liquidated investment is forcibly reduced, again 
independently of the actions of income recipients. It thus tends to distort 
the balance of industry in the opposite direction. In both cases the connection 
between voluntary saving and investment is destroyed. Aside from these 
distortions, the expansion and contraction of credit tend to inflate and deflate 
the price level, with the unfortunate results that were described in the pre¬ 
ceding chapter. 

Two Schools of Thought Concerning Bank Regulation. —The existence 
of two different primary functions in commercial banking has led to a divi¬ 
sion of economists into two corresponding schools of thought concerning the 
purposes of bank regulation. One group, known as the commercial banking 
school, emphasizes the loan function. Its adherents believe that the object 
of bank regulation should be to make loans responsive to the needs of busi¬ 
ness, with adequate safeguards for bank solvency. Therefore, they stress 
safety, elasticity, and licjuidity as the proper criteria for bank regulation. 
They are willing to see the quantity of bank credit fluctuate, but they would 
set up qualitative controls to protect the banks against failure. The other 
group, which is known as the monetary school, stresses the monetary func¬ 
tion. Its members believe that the object of bank regulation should be to 
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control the volume of bank credit in such a way as to promote business 
stability. While they do not minimize the importance of quality, they would 
place the major emphasis on quantity in order to forestall the disturbing 
effects of monetary inflation and deflation. 

Since the second school is of fairly recent development, it is the first 
school that has hitherto dominated our legislative and administrative bank 
policy. The second, however, appears destined to exert increasing influence 
in the future, and therein lies our real hope for a more satisfactory banking 
system—one that will contribute to stabilization of prices and the smoothing 
out of economic fluctuations. Accordingly, we may divide the balance of 
this chapter into two parts, the first of which will describe the existing ma¬ 
chinery and procedure for the attainment of security, elasticity, and liquidity, 
while the second will present a plan for separating the loan and monetary 
functions and for tying the banking system in with the program of stabiliza¬ 
tion outlined in the two preceding chapters. 


B. The Existing Machinery and Procedure of Control 

The Need for Safety.—We have seen that bank deposits (and to some 
extent bank notes) constitute the bulk of the medium of exchange in our 
economy. Since both of these are forms of credit, representing promises by 
the bank to redeem them in standard money on demand, their validity 
depends on the ability of the banks to fulfill these promises. If a particular 
bank becomes insolvent, the people who hold its deposits (or notes) are likely 
to lose part or all of these claims, and they may be reduced to severe straits 
by this loss. If, for any reason, the public becomes distrustful of the banks 
and is unwilling to accept bank credit as a medium of exchange, both the 
banks and the business world become paralyzed. In our monetary system 
the total quantity of standard money is only a small proportion of the total 
amount of bank credit and, therefore, the banks are unable to redeem their 
promises if all of them are called upon to do so at the same time. Such a 
call is likely to come in times of severe business crisis. Then there may 
ensue the condition of panic that was mentioned in Chapter XIII. Everyone 
is scrambling for cash which is not to be had. Banks are forced to close 
their doors, and it is very difficult to carry on business because money is not 
available for payments. 

In the panic of 1933, the unsound condition of certain banks in the state 
of Michigan led to such general distrust of our financial institutions through¬ 
out the country that depositors began to make heavy withdrawals of cash, 
which would soon have exhausted our banking reserves. To avert a national 
catastrophe, the President declared a banking holiday for several days, during 
which all national banks throughout the country were closed. Most state 
authorities took similar action. At a special session of Congress emergency 
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banking legislation was prepared, under which only sound banks were 
permitted to reopen, while conservators were appointed to conserve the 
assets of such institutions as were not deemed ready to resume normal opera¬ 
tion. An ample supply of cash was made available by liberalizing the pro¬ 
visions under which Federal Reserve notes might be issued. Even so, in 
many cities emergency currency had to be issued, in the form of clearing 
house certificates, commonly known as '‘scrip,” which were paper money 
backed by all the assets of banks which were members of the clearing house. 
This illustrates the kind of situation that arises when the fragile structure 
of bank credit collapses, and it demonstrates the importance of preventing it. 

Controls Directed Toward Safety. —There arc five types of controls in this 
country intended to preserve the integrity of bank credit or to reimburse the 
holders of deposits against loss if individual banks fail. These controls can 
be classified as : (i) those relating to bank capitalization and examinations; 
(2) those relating to note issues; (3) those relating to deposit reserves; (4) 
those relating to speculative loans; and (5) the insurance of bank deposits. 
These can be briefly described as follows: 

The National Bank Act of 1863 (with subseqtient amendments) requires 
that national banks must have a minimum capital of not less than $25,000 
in small towns and $20(),(xx) in cities of over 50,000 population. I^esides this, 
they must set aside one-tenth of their annual profits until a surplus equal 
to at least twenty per cent of their original capital has been accumulated. 
These provisions are intended to prevent the establishment of very small 
banks with inadequate resources. National banks must also make periodic 
re[X)rts of their condition to the Comptroller of the Currency and they must 
submit to thorough examination of their books by members of his staff at 
least twice a year. The states have similar laws, varying in strictness, for 
banks which are chartered under their egis, and most of the state banks 
now come under a considerable measure of federal supervision if they elect 
to join either the Federal Reserve System or the Federal Deposit Insurance 
Corporation. While these measures provide some protection for depositors, 
they do not, of course, prevent bank failures caused by faulty management 
or unwise investments. 

Safety of note issues has been effectively provided by giving a monopoly 
of this form of bank credit to the Federal Reserve banks. State bank note 
issues (which had been much abused in the past) were done away with 
when the National Banking System was established, by means of a pro¬ 
hibitive federal tax of ten per cent which made their issuance unprofitable. 
For many years thereafter national banks were permitted to issue notes under 
certain conditions which guaranteed their redemption, but beginning in 
1935 these notes were gradually retired, so that they are no longer in exist¬ 
ence. A small quantity of Federal Reserve bank notes, issued under similar 
conditions, has been put into circulation from time to time, but they are an 
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insignificant part of our money supply. Their safety is assured by govern¬ 
ment bonds held by the Treasury as security for their redemption. The only 
important form of bank note that wc now have is the Federal Reserve note, 
which is issued only by Federal Reserve banks. Flolders of these notes arc 
protected against loss because they are obligations of the United States gov¬ 
ernment, which has ample resources to safeguard them; and they are secured 
by a TOO per cent reserve, not less than 2^ per cent of which must be in gold 
certificates (which are in turn secured dollar for dollar by an equal value of 
gold), and the balance either in rediscounted commercial paper or (since the 
Second World War) in federal government securities. These safeguards are 
quite adequate, so that there has never been any question about the safety of 
the Federal Reserve notes. 

An effort has been made to provide some security for bank deposits by 
requiring all member banks in the Federal Reserve System to maintain 
reserves in the form of deposits with the Federal Reserve banks of their 
respective districts. The minimum reserves reejuired can be varied within 
certain limits by the Federal Reserve Board,^ the range of variation being i 3 
to 26 per cent in New York and Chicago (known as “central reserve cities”), 
10 to 20 per cent in other large (“reserve”) cities, and 7 to 14 per cent in 
smaller towns. Although, like any other demand deposits, these reserves 
are merely sums credited to the accounts of member banks on the books of 
the Federal Reserve banks, the latter are bound to honor them in cash if 
called for. They can do this by issuing Federal Reserve notes, in the manner 
described above. As a further safeguard, they must keep a reserve against 
their deposits of (since 1945) not less than 25 per cent in gold certificates, but 
since these certificates are not permitted to circulate, this reserve is not prac¬ 
tically usable. On the basis of this reserve there is pyramided a structure of 
Federal Reserve bank deposits several times its size, and a superstructure of 
member bank deposits several times greater yet. In spite of the reserves, the 
fundamental fact remains that the deposits represent obligations payable in 
cash, and the foundation of cash is only a small fraction of the deposits. The 
supposed security is, therefore, largely fictitious, and it leaves the system of 
deposit banking very vulnerable to any occurrence (such as a business crisis) 
that weakens the confidence of the business world in the soundness of bank 
credit. 

One threat to the safety of our banks has been their tendency to lend 
funds to borrowers who use them for speculation of the gambling type, 
particularly in the stock market. Such loans are likely to be made in large 
volume when prices are rising, for it is then that profits are to be made 
from speculation. Subsequently, when the banking situation gets critical, 
the loans are terminated and borrowers are forced to dump their speculative 
holdings on the market at sacrifice prices in order to pay the banks. Business 

^Technically this body is now termed the Board of Governors, but wc shall call it the 
Federal Reserve Board because it commonly goes by that name. 
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crises are commonly precipitated in this way, and some banks are likely to 
get caught in the collapse of the securities which they hold as collateral for 
loans. The business of margin trading, which was described in Chapter IV, 
is the worst feature of this speculative lending. In order to provide some 
check over loans of this type, the Federal Reserve banks since 1933 have 
been directed to consider the amount of loans granted by member banks 
for speculation in securities, real estate, or commodities, in determining 
whether further Federal Reserve credit should be allowed them. The inten¬ 
tion is to deny rediscounting to banks which are lending too much for 
speculation. The effectiveness of this control is clejxmdent on the extent to 
which member banks must come to the Federal Reserve banks for credit. 
It is almost entirely ineffective today, when member banks are in possession 
of huge quantities of government securities with which they can obtain all 
the Federal Reserve credit they need simply by selling them to the Federal 
Reserve banks. Much more effective are the powers which the Federal Re¬ 
serve Board now has to control margin requirements. As mentioned in 
Chapter IV, it can fix the percentage of margin which member banks must 
require on loans for stock speculation, and brokers loans can be made only 
by banks that are members of the Federal Reserve System or that have 
agreed to abide by their margin requirements. This power is being vigor¬ 
ously used. It should strengthen the ability of our banks to weather a storm 
of falling prices in the stock market. 

Since 1933 individual depositors in national banks (and in nearly all state 
banks) have been insured against loss of their deposits, up to a maximum of 
$5,000 per depositor. The insurance is provided by the Federal Deposit In¬ 
surance Corporation. This corporation is possessed of a guarantee fund, 
derived initially from a federal appropriation and compulsory subscriptions 
from the Federal Reserve banks, and sustained by annual assessments against 
the participating banks. If a bank fails, the corporation takes charge and 
proceeds to liquidate it, making good the losses of its depositors, if necessary. 
Although somewhat similar systems of deposit insurance, previously tried in 
a number of states, were not successful, the federal plan is better conceived 
and has been better managed. It has so far been able to meet all the losses 
for which it was liable, and it bids fair to be a means of protecting innocent 
small investors against undeserved losses from bank failures. 

Elasticity of Bank Credit, —If the loan function were completly separated 
from the monetary function, banks could supply to their borrowers only as 
much money as was entrusted to them for lending by their stockholders 
and depositors. In that case the supply of investible funds would depend 
on the willingness of income recipients to save and invest a part of their 
revenues. This supply would have some elasticity because it would be some¬ 
what responsive to changes in the rate of interest offered for loans. If there 
was an active demand in the loan market, interest would rise and, under this 
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inducement, more savings would be offered for investment. When demand 
was slack, interest would be low and the effective supply of loanable savings 
would shrink. At the same time interest would exert a selective influence 
on borrowers. Only those industrial projects which offered the prospect of 
sufficient gains to cover the rate of interest prevailing would be able to obtain 
funds. There would result from these influences a balance between demand 
and supply in the loan market, and investment would be directed into its 
most profitable channels. 

Under the prevailing system, in which commercial banks can create the 
money they lend by merely crediting borrowers with deposits on their books, 
loans do not have to be restricted to voluntary savings, and the rate of interest 
is largely within the control of the banks. This gives much greater elasticity 
to the supply of investible funds, as increased investment in the economy 
can be financed by the simple process of bank credit expansion. On the 
other hand, this credit will contract of its own accord when loans are paid 
off, unless new loans are made as fast as old ones expire. 

It is the theory of the commercial banking school that this creation of 
credit helps to promote economic activity and progress by making it easy 
for businessmen to obtain “working” (i.e. circulating) capital for current 
operations when demand for their products is active. The members of this 
school do not appear to be seriously concerned about the interference with 
the natural operation of demand and supply and with the mechanism of 
the interest rate that this credit creation occasions. Therefore, they hold that 
it should be a primary objective of bank regulation to facilitate elasticity of 
the credit supply. This was one of the dominant purposes for which the 
Federal Reserve System was established in 1914. 

Automatic Elasticity in the Federal Reserve System.—The Federal Re¬ 
serve System was supposed to provide an automatically elastic supply of bank 
credit through its machinery of rediscounting, of deposit reserves, and of 
Federal Reserve notes. 

The rediscounting feature was supposed to work as follows: In a period 
of economic expansion, applications for commercial bank loans might exceed 
the capacity of member banks to grant them because of limited existing 
reserves. The member banks could then take certain high-grade types of 
commercial paper to the Federal Reserve banks and have it rediscounted, 
thereby increasing their deposits in these banks. These additions to Federal 
Reserve bank deposits would constitute increases in the legal reserves of the 
member banks, and on the basis of these increases, they could grant addi¬ 
tional loans to their customers by an amount several times as great as the 
new reserves. Contraction would take place automatically when the demand 
for loans declined. As old loans were paid off, the rediscounted paper held 
by the Federal Reserve banks would be liquidated, and member bank de¬ 
posits in the Federal Reserve banks would be correspondingly reduced. This 
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reduction in their legal reserves would decrease their own capacity for mak¬ 
ing loans, and the whole structure of credit would shrink. Thus the redis¬ 
counting process was expected to give great elasticity to bank deposits, 
according to the state of demand in the business world. 

When the volume of bank deposits expands there will almost certainly 
be an increased demand for cash, because depositors usually need to convert 
a proportionate amount of their deposits into cash for the payment of wages 
and for small transactions where checks are not as convenient as pocket or 
till money. To meet this need, the Federal Reserve System provided Federal 
Reserve notes. The Federal Reserve banks could issue these notes in the 
process of rediscounting, the rediscounted paper being held as a one hundred 
per cent reserve behind them. So, when member banks expanded their 
lending capacity by rediscounting paper at the Federal Reserve banks, they 
could obtain Federal Reserve notes, instead of deposit credit, according to 
their needs. When the rediscounted commercial paper was redeemed, the 
Federal Reserve notes issues against it had to be retired. In this way the 
Federal Reserve notes were made as elastic as deposits. However, the Federal 
Reserve banks could continue the Federal Reserve notes in circulation, if 
they chose, by holding reserves of one hundred per cent in gold certificates 
against them. Many Federal Reserve notes were allowed to circulate on this 
basis, and this part of the money supply was not elastic. 

Control of Elasticity by the Federal Reserve Board.—In the machinery of 
elasticity there is a potential danger that was recognized by the framers of 
the Federal Reserve system. So long as bank credit expands only in propor¬ 
tion to the increase in trade, so that (MV+M'V') keeps in exact step with 
T in the equation of exchange, the price level will not be disturbed and there 
will be no serious monetary interference with business. However, there is 
always the risk that expansion of credit will become inflationary, thereby 
contributing to economic unbalance and leading eventually to a crisis. Like¬ 
wise, a contraction of credit can become deflationary, having a depressing 
effect upon business. In an effort to provide against these disasters, the 
Federal Reserve Board has been provided with powers which it was hoped 
would be adequate to deal with such situations as might arise. The original 
Federal Reserve Act gave the Board power to control the rate of rediscount 
and to engage in open-market operations. In 1935 the power to control the 
minimum deposit reserves, within certain limits, was added. 

By virtue of these powers, the Federal Reserve Board is supposed to be 
able to deal with a threatened credit inflation, as follows: If, in a period 
of business prosperity, a dangerously inflationary development of bank credit 
is observed, the Board can raise the rate of rediscount, sell certain types of 
securities in the open market, and increase the reserve requirements. Raising 
the rate of rediscount is supposed to discourage borrowing by making loans 
more expensive to the borrowers. Selling securities in the open market is 
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supposed to reduce member bank balances in the Federal Reserve banks, 
because the purchasers of the securities have to pay for them by drawing 
checks against their deposits, to the order of the Federal Reserve banks. The 
latter deduct these checks from the balances of the member banks on their 
books. This shrinkage reduces the legal reserves of member banks and 
thereby restricts their power to extend credit to additional customers. Fi¬ 
nally, by increasing the size of the minimum reserves which member banks 
are required to keep in their Federal Reserve banks, the Federal Reserve 
Board can at one stroke reduce the maximum amount of credit that member 
banks can extend on the basis of their existing legal reserves. There is no 
doubt that, prior to the Second World War, these powers were strong enough 
to check any inflationary boom, if the Federal Reserve Board would use them 
resolutely. They are no longer adequate today, for reasons which will be 
explained in a later paragraph. 

In a period of deflationary depression, it was believed, the Board might 
stimulate a resumption of activity by using the above three powers in a 
reverse manner. It could reduce the rate of rediscount, thereby making 
loans more attractive to borrowers; it could buy securities in the open market, 
thereby putting into the possession of the sellers funds which would find 
their way into the member banks and become available for business opera¬ 
tions; and it could reduce the minimum reserve requirements, thereby in¬ 
creasing the maximum amount of credit which member banks were per¬ 
mitted to extend. It is doubtful if these measures would ever be effective, 
however, because merely putting credit at the disposal of business men is not 
enough to induce them to borrow. They will not utilize the means thus 
made available unless they see the prospect of sufficient demand for their 
products to warrant an expansion of production. So long as the maladjust¬ 
ments that cause the depression are uncorrected, and the general atmosphere 
of pessimism persists, easy credit conditions in the loan market will not 
suffice to initiate a recovery. This judgement has been well confirmed by 
experience. 

The Theory of Liquidity.—Commercial bank deposits represent obliga¬ 
tions of the banks to pay their depositors in cash (and ordinarily in standard 
money), up to the full amount standing to their credit, if they demand it. 
Yet the cash reserves available for such payments amount to only a fraction 
of the deposits. This lays the entire banking system open to disaster if de¬ 
positors become anxious about the validity of their deposits and consequently 
attempt to convert them into cash. Then the delicate structure of credit 
collapses and there occurs a business panic. Depositors flock to the banks 
for cash which is not to be had, with the result that the banks are forced 
to close. Business operations are paralyzed, for no one will accept checks 
any more, and there is not enough cash to carry on the ordinary business 
of trade. 
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The commercial banking school would attempt to forestall such panics 
by keeping each bank in as liquid a condition as possible. Liquid means 
having the bulk of the bank’s assets of a readily salable kind, so that they 
can quickly be exchanged for cash if more cash is needed. Then if there is 
a change in the temper of the community, so that larger quantities of cash 
relative to deposits are being demanded, the bank can soon adjust them- 
selves to this situation. Or if one or two banks become insolvent, involving 
the danger that depositors in other banks might become frightened, the 
banks of the community can check an incipient run by liquidating (i.e. 
selling) some of their assets, until they obtain cash enough to demonstrate 
their ability to meet the demands being made upon them. It is hoped by 
these measures to prevent the initial run from degenerating into a panic. 

In accordance with these ideas, the commercial banking schcx>l considers 
it unwise for commercial banks to invest any great pro[K)rtion of their credit 
in long-time loans. That should be left to investment banks, whose clients 
buy stocks and bonds instead of holding demand deposits, or to savings; 
banks, whose depositors do not have the privilege of withdrawing their 
deposits in cash without prior notice. Commercial banks were, until recently, 
supposed to lend only for short terms (usually thirty, sixty, or ninety days), 
and particularly for such purposes as the buying of raw materials by manu¬ 
facturers who would soon turn them into finished products, or for purchas¬ 
ing stocks of merchandise by wholesalers and retailers who would soon sell 
them to buyers, so that cash with which to repay the loans would be coming 
in to the borrowers. Loans secured by listed securities, pledged as collateral, 
were also regarded as very liquid because they could be sold on the stock 
market at a few hours’ notice, if need be. On the other hand, it has generally 
been believed that commercial banks should avoid having a large proportion 
of their funds in such illiquid, or “frozen,” assets as real estate or industrial 
plants, which are not quickly salable in ordinary circumstances. 

There was one aspect of liquidity that was slow to be recognized. What 
appears to be a liquid asset for a particular bank may turn out to be non¬ 
liquid if large numbers of banks are trying to convert assets of the same kind 
into cash simultaneously. For instance, in periods of business prosperity many 
people borrow money for stock speculation, pledging the stock as collateral 
security for their loans. Often dealers encourage this by selling securities 
“on margin,” where the buyer pays only a fractional part of the purchase 
price and the dealer supplies the rest, holding the stock as security. The 
dealers obtain funds for such sales by borrowing from the banks and re- 
pledging the collateral. When the speculative fever reaches its height, and 
stock prices begin to go down, the banks endeavor to protect themselves by 
selling the pledged securities on the stock market. This wave of selling 
aggravates the decline. The result is that stock prices may fall so rapidly that 
what was thought to be adequate security turns out to be insufficient to 
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cover the loans. So, although there is always a market for the stock, its value 
may be insufficient to protect the banks against loss. Its liquidity is deceptive, 
because it cannot be made to yield enough cash to meet the situation. Sim¬ 
ilarly, a bank may make short-time loans secured by real estate. The bank 
may think of such a loan as fairly liquid because the borrower is under 
obligation to pay it off in cash after a short interval; but the liquidity will 
disappear if the banks generally have a large amount of such loans outstand¬ 
ing and something happens to impair the ability of the borrowers to make 
repayment. Then the real estate will prove to be very inadequate security 
to meet the exigencies of the moment, for it cannot be converted into cash 
immediately except by selling it at sacrifice prices which may not yield 
enough to cover the amounts loaned. These examples illustrate the difficul¬ 
ties of a banking system based upon deposits which obligate the banks to 
pay cash when demanded, when there is not, in fact, enough cash in existence 
to meet such obligations. 

Provisions for Liquidity in Our Banking System.—To a large degree, 
liquidity of the assets of a particular bank depends on the character of its 
loans to its customers. If the bank ties up its assets in long-term loans or 
loans which, though nominally for short periods, are secured by types of 
collateral, such as real estate, that cannot easily be sold on short notice, its 
condition will be illiquid. Under existing arrangements, the Federal Reserve 
authorities have very little control over these matters. However, one step has 
been taken to break the connection between commercial bank credit and 
permanent investments. Since 1934, iri^mber banks in the Federal Reserve 
System have not been permitted to have any affiliations with investment 
banking institutions, and the latter are prohibited from engaging in com¬ 
mercial banking operations. Member banks are also prohibited from paying 
interest on demand deposits, a provision which, it is hoped, will discourage 
depositors from maintaining large cash balances in their checking accounts 
and will induce them to put their surplus funds into interest-bearing savings 
accounts or other permanent investments, in the usual way. However, these 
provisions cannot very well check the indirect use of commercial loans for 
investment in fixed capital by repeated renewals, or by accepting real estate 
and durable equipment as collateral security for loans which are only nomi¬ 
nally of short-term character. 

Prior to the Second World War, the machinery of rediscounting gave* a 
certain amount of liquidity to member bank credit, to the extent that this 
credit was based on the high-grade types of commercial paper that were 
eligible for rediscounting, A member bank in need of additional cash 
could rediscount this paper with its Federal Reserve bank, obtaining Fed¬ 
eral Reserve notes in exchange. The Federal Reserve banks, it will be re¬ 
called, were permitted to issue these notes up to the full amount of the 
rediscounted paper, provided they had the prescribed forty per cent reserve 
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of gold certificates. Since the war, private loans have become a very minor 
part of commercial bank business, most of their credit having been placed 
at the disposal of the federal government through purchase of various gov¬ 
ernment securities. As a result, there is little or no rediscounting, but an 
ec]uivalent procedure is available by which the banks can convert their assets 
into cash. In order to assure adequate financial resources to the government 
during the war, the Federal Reserve banks guaranteed to support the market 
for its securities. To make it possible for the banks to do this, wartime legis¬ 
lation gave them the privilege of issuing Federal Reserve notes against these 
securities. So, any member bank needing more cash can sell government 
securities to its Federal Reserve bank, obtaining Federal Reserve notes in ex¬ 
change. This gives great liquidity to commercial bank credit, most of which 
is now based on government obligations. 


C. Some Needed Reforms 

The Unsatisfactory Performance of Our Banking System.—In spite of all 
these elaborate controls, our banking system has been far from satisfactory. 
It has provided neither the safety, nor the elasticity, nor the licjuidity that 
were intended. As for safety, bank failures in this country have been exces¬ 
sive. In the decade from 1923 to 1932, inclusive, 9,<S83 banks failed in this 
country, with combined deposits of over four billion dollars. There were 
4,000 failures in the single year 1933. While the number of failures among 
members of the Federal Reserve System has been less than those outside of 
it, there have been too many in both cases—far more than occur in other 
countries with strong central banking systems. 

Instead of elasticity, which would keep the flow of money in approximate 
balance with the flow of trade, we have had successive inflations and de¬ 
flations. This has been due partly to the exigencies of government finance 
in the two world wars. In each conflict the Federal Reserve Board permitted 
the Federal Reserve System to become a vehicle for the easy flotation of 
government bonds. In the first war the Federal Reserve banks made private 
loans very freely, using government bonds as collateral, and in the second 
they pledged themselves to support the government’s financial program by 
buying all the government bonds that were offered to them. The result in 
both cases was a drastic inflation of credit. Even in the period of peace 
between the two wars, the Board permitted two periods of inflation to reach 
a point that led to collapses, the first in 1920, and the second in 1929. Both 
of these were followed by business depressions. 

That the controls have not succeeded in achieving liquidity is demon¬ 
strated convincingly by the panic of 1933, which was described above. It 
will be recalled that it was accompanied by the closing of banks throughout 
the country because they were unable to meet the demands on them for 
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cash, and various expedients had to be resorted to, such as the issuance of 
clearing house certificates, in order to provide some kind of money for busi¬ 
ness transactions during the crisis. From all this it is obvious that the bank¬ 
ing system has aggravated general economic fluctuations, instead of helping 
to promote stability. 

Confusion of Functions a Basic Weakness.—One basic weakness which 
is at the root of this unsatisfactory performance lies in the confusion of loan 
and monetary functions which was described earlier in this chapter. The 
making of loans to finance the acquisition of capital equipment is one thing, 
and the providing of money for carrying on the operations of exchange is 
quite another. There is no logical reason why they should be combined in 
the same operation. They are so combined in present commercial banking 
practice by a historical accident, which grew out of the fact that orders for 
transfer of title to deposits of cash placed in the banks for safe keeping came 
to circulate in place of cash itself. Then, when they found that they were 
not usually called upon to prcxluce the cash, the banks began to make loans 
in excess of their cash holdings. This practice will continue to be a potential 
source of trouble until it is abolished; for, as long as bank deposits constitute 
obligations which are payable in cash upon demand, and as long as they are 
tied up in loans which involve a certain element of risk, there will always be 
the possibility that circumstances may arise in which confidence in the in¬ 
tegrity of the banks may be shaken, causing dcfK>sitors to demand cash which 
is not to be had. Moreover, as long as the volume of deposit money is de¬ 
pendent upon the volume of bank loans, the quantity of money will be 
subject to fluctuations which disturb the operations of exchange. 

There is another aspect to this problem. The national government is the 
most suitable agency to issue money and to control its amount, but the 
growth of deposit banking has permitted the banks to arrogate this function 
very largely to themselves, because about nine-tenths of our money consists 
of bank credit which develops out of the lending process. If the control of 
the money supply is to be exercised by the government, the power of the 
banks to create deposit money must be brought to an end. 

Confusion of Public With Private Banking.—Another confusion that has 
developed in our banking system is the partial appropriation by the govern¬ 
ment of the business of lending funds to private borrowers—a business that 
was formerly considered to be solely within the province of private banking. 
During the depression of the 1930’s, the government set up a number of 
institutions to help distressed debtors by making loans to them. Among these 
institutions were the Reconstruction Finance Corporation, the Home Owners 
Loan Corporation, the Farm Credit Administration, the Commodity Credit 
Corporation, and others. Most of these agencies are still functioning. The 
funds for their lending operations were obtained mainly by the sale of gov¬ 
ernment bonds, partly to the general public and partly to the banks. 
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In the meantime something else was happening to the banks that fitted 
in with the above development. The demand for loans by private borrowers 
was falling off, due partly to the fact that an increasing number of business 
concerns were adopting the practice of meeting their needs for circulating 
capital out of their own financial resources, and partly to the temporarily 
depressed condition of industry. To make up for this loss of market for their 
credit, the banks turned to government securities, especially short-term Treas¬ 
ury bills. While the profit on such business was lower than that to be derived 
from private loans (because the government borrows at very low rates of 
interest), it was better than nothing. This trend toward the holding of gov¬ 
ernment paper by the commercial banks was tremendously magnified in the 
Second World War, when the government secured enormous loans from 
the banks. Today a very large part of our government debt is held by the 
banks, and their business with private borrowers is minor in comparison. 

Consider now the anomalous situation that exists in our banking system. 
The function of issuing money, which for generations has been considered 
the prerogative of the state or sovereign, has been largely usurped by the 
banks through the growth of the practice of creating deposits. On the other 
hand, the function of making loans to business concerns, which has his¬ 
torically been a function of private banking, has in this country been partly 
usurped by the government. This is a direct inversion of traditional and 
logical arrangements. It may be that we are in the midst of an evolutionary 
process by which the business of banking is gradually being socialized. If 
so, the culmination of this process will be in government ownership and 
operation of banks. There may be something to be said for this development. 
It is in line with the trend toward public ownership in other fields. But if 
the banks are to remain in private hands, then it would seem appropriate 
for the government to discontinue the custom of lending credit to business 
and let the banks perform this function. In any case, the business of cre¬ 
ating money should be taken away from banks, either public or private, and 
lodged with a special agency of the government created specifically for that 
purpose, and completely divorced from loan operations. 

Loss of Control Over the Credit Market.—The necessity for a drastic 
change in prevailing bank arrangements is further shown by the fact that 
the Federal Reserve authorities no longer have any effective means of con¬ 
trolling credit. This is due to the changes that have been made in the rela¬ 
tionships between member banks and Federal Reserve banks by the methods 
of financing the government employed in the Second World War. In order 
to assure the government adequate financial resources with which to carry 
on the conflict, the Federal Reserve Board guaranteed to support the market 
for government securities. This meant that commercial banks could buy 
such securities freely with assurance that they could resell to the Federal 
Reserve banks if they so desired. By such sales they could always increase 
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their deposits (and hence their reserves) in the Federal Reserve banks, or 
they could obtain cash in the form of Federal Reserve notes. 

We have already seen that the situation w^hich has developed from this 
is one in which private business loans are an insignificant part of commercial 
banking operations, the overwhelming bulk of commercial bank assets con¬ 
sisting of government obligations. Since there is little or no rediscount¬ 
ing, the rediscount rate is no longer an effective instrument of control. Open- 
market operations are likewise ineffective, because the Federal Reserve banks 
have agreed to buy as many government securities as are offered to them; 
they dare not try to restrict credit by selling, instead of buying, them. And 
the control over reserve requirements is an equally impotent weapon because, 
as long as the member banks continue to own government paper which is 
salable to the Federal Reserve banks, the former can increase their reserves 
at will by compelling the latter to buy it. All this boils down to the fact that 
commercial banking in this country today is an instrument of government 
finance, and the volume of bank credit is entirely dependent upon the gov¬ 
ernment’s fiscal p<jlicy. Because of the enormous volume of government 
debt held by the banks, it will probably be a long time before private loans 
can again become the predominant business of banking, unless fundamental 
reforms are made. 

The One Hundred Per Cent Reserve Plan. —The argument of the last three 
paragraphs leads to the conclusion that what our banking system now needs 
is a complete separation of the loan and monetary functions, a withdrawal 
of government from the business of private lending, and a fiscal policy that 
will support these changes. The first two objectives can most readily be 
obtained by a simple, constructive proposal, known as the one hundred per 
cent reserve plan. This plan proposes to divide commercial banks into two 
institutions—deposit banks and loan banks. These might be two different 
departments of the same institution (a checking department and a loan 
department), but the business of these two departments must be definitely 
and entirely separated. Deposit banks (or the checking departments of com¬ 
mercial banks) would cease to be agencies for making loans, but would 
continue as institutions for the safe keeping of funds and the convenience 
of making payments by checks. They would derive income from this busi¬ 
ness by charging customers for the service rendered, just as many banks now 
do in the case of small checking accounts. The banks would be required* to 
keep reserves amounting to one hundred per cent of their deposits, instead 
of the fractional reserves they now hold. This would provide absolute safety 
for bank depositors. Collapse of the banking system would no longer be 
possible. Panics, with their shortage of money, would be a thing of the past. 

To provide the necessary money for these reserves, the federal govern¬ 
ment could create a monetary authority with power to issue paper money 
(or merely to issue deposit credit in the Federal Reserve banks) in an amount 



THE CONTROL OF BANKING 363 

sufficient to make existing bank reserves equal to the volume of outstanding 
deposits. The money or credit so issued would become the property of the 
member banks through the purchase by the monetary authority of bonds, notes, 
or other assets which the banks now own. Or, the authority might use the 
money it issues to buy outstanding United States government bonds, the 
greater part of which are now held by the banks. The effect of this would 
be to replace the bonds by paper money or deposit credit which would bear 
no interest, thus saving the government the cost of interest on a large part 
of its existing debt. In one or the other of these ways the banks would sell 
assets which they now own to the government and would thereby come 
into possession of reserves sufficient to cover their deposits in full. They 
would be required to maintain one hundred per cent reserves in their check¬ 
ing departments thereafter. The quantity of money in the country, includ¬ 
ing the all-important deposit money, would thenceforth be definitely under 
the control of the federal government. Thus, for the first time, it would have 
positive machinery for a policy of intelligent monetary management. 

With this plan in effect, the making of loans would be handled by savings 
banks, or by the loan departments of commercial banks, which would func¬ 
tion in the same way as savings banks now do. Banks would lend only such 
funds as were invested in them by their stock and bondholders or were 
deposited by their patrons in savings accounts. When a bank had once loaned 
all the funds at its disposal from these sources, there could be no further 
expansion. New loans could be made only as old loans were paid off or 
as new deposits resulted from the savings of depositors. 

With the adoption of this system, no agency of government other than 
the monetary authority should have power to change the cjuantity of money. 
Neither the President nor the Secretary of the Treasury should be permitted 
to issue government notes, change the gold content of the dollar, or other¬ 
wise tamper with the currency. The monetary authority w'ould have to 
change the quantity of money from time to time to keep pace with the 
growth of population and capital and to compensate for other factors that 
might tend to interfere with the circuit flow of money, but its operations 
should be guided solely by the criterion of price stability or monetary neutrality, 
under a clear mandate from Congress to that effect. In order to protect it 
from political influences, its members should be appointed with great care, 
and they should be paid high salaries with adequate retirement pensions. 

Although this proposal constitutes a sharp departure from long estab¬ 
lished banking customs, it would benefit the banks by protecting them 
against the disasters to which they are now subject because of the funda¬ 
mental weaknesses of our banking system. Besides, the logic of events is 
gradually leading almost inevitably in the direction of the one hundred 
per cent reserve idea. With the loss of private loan business, a large part of 
bank deposits is now backed dollar for dollar by government securities. 



APPLIED ECONOMICS 


364 

From this it is but a short step to conversion of these securities into govern- 
mentally issued money. Federal Reserve officials and others are conscious 
of the fact that, in the present circumstances, the old devices of rediscount 
rates, open market operations, and changing reserve requirements are inade¬ 
quate to control the volume of credit, and various suggestions which are 
being offered to deal with this problem have much in common with the 
one hundred per cent reserve principle. The adoption of this idea, there¬ 
fore, may not be far off. 

The Need for Supplementary Measures.—Although the one hundred per 
cent reserve plan has great merit, we must not regard it as a cure-all. For one 
thing, it will not control the velocity of circulation of money, which is some¬ 
times an important factor in monetary disturbances. Especially in times of 
general economic maladjustment, the price level may be depressed by a reduc¬ 
tion in the circuit flow of money induced by lack of prospects for profitable 
investment. At such times it may be helpful to inaugurate a program of 
government spending, as suggested by the Keynesians. If so, there should be 
close cooperation between the monetary authority and the fiscal authorities 
responsible for formulating and carrying out the spending program. 

Likewise, the plan will not remove the basic causes of business depres¬ 
sions. The latter arise partly out of economic maladjustments that cannot 
be removed or entirely offset by purely monetary measures. Probably they 
can be prevented only by comprehensive measures of general economic plan¬ 
ning, along lines to be presented in Chapter XXX. However, monetary 
factors are clearly a major aggravating factor in general economic fluctua¬ 
tions and, therefore, such fluctuations can be markedly reduced by the sta¬ 
bilization of prices which the one hundred per cent reserve plan can achieve. 
The plan should certainly be a part of the broad program by which stabiliza¬ 
tion of the general economic process is to be sought. 


Summary 

Stabilization of the price level and of general economic fluctuations re¬ 
quires an adequate program of banking control. Banks perform two main 
functions—loan, and monetary. These functions are combined simultane¬ 
ously in the loan operations of commercial banks. The commercial banking 
school, emphasizing the loan function, believes that bank regulation should 
be directed toward safety, elasticity, and liquidity. The monetary school, 
stressing the monetary function, believes that the quantity of bank credit 
should be controlled so as to promote business stability. 

Safety of bank credit is needed to protect holders of bank notes and 
deposits against loss, and to prevent financial panics. The controls intended 
to provide safety in our system are: (i) provisions for adequate bank capi¬ 
talization and periodic examinations; (2) the giving of a monopoly of note 
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issues to the Federal Reserve banks, whose notes are backed by the United 
States government and by reserves of gold certificates and rediscounted com¬ 
mercial paper or government securities; (3) the requiring of fractional re¬ 
serves for bank deposits; (4) the power of the Federal Reserve Board to fix 
margin requirements on loans for stock speculation; and (5) the insurance 
of small depositors by the Federal Deposit Insurance Corporation. The re¬ 
discounting process of the Federal Reserve System was intended to provide 
automatic elasticity of bank deposits. To prevent elasticity from degenerating 
into inflation and deflation, the Federal Reserve Board was given power to 
control the rediscount rate, to engage in open market operations, and to 
alter the deposit reserve requirements. Liquidity requires that commercial 
bank assets be confined to short-term loans, but even these may be nonliquid 
if many banks attempt simultaneously to convert the underlying collateral 
into cash. The Federal Reserve System provides for some liquidity of mem¬ 
ber bank assets by rediscounting high-grade commercial paper and issuing 
Federal Reserve notes, and by the separation of commercial from investment 
banking. 

In spite of these provisions, our banking system has not provided safety, 
elasticity, liquidity, or stability. A basic reason for this is the confusion of 
loan and monetary functions. This, with the intrusion of government into 
the field of private lending, has upset the logical division of functions be¬ 
tween the state as creator of money and the banks as lenders. Furthermore, 
the Federal Reserve Board has lost effective control over the credit market 
because commercial banks can now increase their reserves at will by selling 
government securities to the Federal Reserve banks. The one hundred per 
cent reserve plan would clear up the confusion by separating banks of deposit 
from loan banks, requiring the former to maintain one hundred per cent 
reserves against their deposits. The creation of money would then be lodged 
solely with a federal monetary authority, which would act to stabilize the 
price level or to preserve monetary neutrality. This would restore the mone¬ 
tary function to the state, leaving to private banks the business of lending. 
While this would constitute an important part of the machinery for stabiliz¬ 
ing the economic process, it would need to be supplemented by an appro¬ 
priate fiscal policy and by a comprehensive program of general economic 
planning. 
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Barriers to Trade 


A. The Protection of Industry Against Foreign Competition 

The World Trade Muddle.—Ever since the days of the Greek and Roman 
empires, when there was trade between the various seaports bordering on 
the Mediterranean, there has been an active commerce among the different 
regions of the earth. In the modern world this international trade has become 
so extensive that it plays a vital role in the industry of almost every coun¬ 
try. Each area, developing along the lines to which its natural resources and 
the aptitudes of its people adapt it, has come to be an exporter of certain 
products, and an importer of others. In this way the nations have become 
very dependent upon each other, both for supplies of goods which they have 
been accustomed to import from abroad and for markets in wEich to sell 
the gocxls which they customarily export. So great is this dependence that 
the economic prosperity of the world cannot be maintained without the con¬ 
tinuance of trade between the nations. When this trade is seriously inter¬ 
rupted, economic life everywhere languishes and sickens. 

Prior to the First World War, in spite of certain restrictions, interna¬ 
tional trade was given sufficient freedom to develop more or less naturally, 
so that goods moved in enormous quantities across national boundary lines. 
The interruptions occasioned by the war, and the dislocations left in its wake, 
cut off many exporting industries from their customary markets. According 
to League of Nations statistics, the world’s foreign trade, measured in gold 
prices, dropped from an index of lOO in 1929 to only 42 in 1935—^ decline 
of 58 per cent in monetary values. Stated in terms of physical commodities 
(real income), the index fell from 100 in 1929 to a low of 75 in 1932—a fall 
of 25 per cent, and then rose to 82 by 1935.^ 

Countries whose industrial systems were geared to a high rate of mass 
production were especially hard hit by this decline. As a result, they sought 
in every possible way to expand their foreign markets, while endeavoring 
at the same time to protect their domestic economies against the disastrous 
effects of disintegrating world trade. Various forms of government inter¬ 
vention in trade spread over the whole world, erecting barriers which only 
aggravated the trouble. A virtual state of economic warfare developed. 

^Both sets of figures taken from P. T. Ellsworth, International Economics (1938), p. 399. 
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After the Second World War, an equally acute situation prevailed. This 
was a “total” war, which required the conversion of the entire economy of 
each of the nations involved to the production of military supplies. Industrial 
dislocations were far greater than in the previous war, necessitating the 
almost complete domination of trade by governments. At the end of the 
war, acute scarcities of food, raw materials, and equipment forced many 
countries to continue these controls. The result is a situation in which trade 
is likely to be strait-jacketed by nationalistic restrictions that work at cross 
purposes. If the productive powers of the world are not to be seriously 
reduced by these impediments, a program of cooperation must be worked 
out which will permit the resumption of international commerce on a large 
scale. In this program the United States should take the lead. 

Controlled Economies and World Trade. —Any program designed to re¬ 
duce trade barriers and move towards freer trade must recognize that a new 
element has entered into the picture with the rise of collective and mixed 
economies. The most important of the collective economies is that of Rus¬ 
sia, not only because of size and power, but also because of the influence 
it has gained over many neighboring states. The Soviet state owns prac¬ 
tically all the productive facilities within its area and operates this vast 
economic domain on the basis of a detailed central plan. The national 
export and import requirements are part of that plan, and an agency of the 
government holds a tight monopoly over foreign trade. Mixed economies, 
in which state ownership and free enterprise exist side by side, present a very 
similar problem, for their governments assume primary responsibility for 
the functioning of the economy as a whole. Great Britain and most of the 
war stricken countries on the continent of Europe now fall into this latter 
classification. 

As all of these countries are confronted with postwar problems, they are 
not likely to follow a policy of laissez faire in trade relations; their govern¬ 
ments will demand a firm hold on the flow of exports, imports, and inter¬ 
national financial transactions. All programs for future foreign trade rela¬ 
tions must fit into this pattern of control. 

Some Basic Principles of International Trade. —It will be helpful to re¬ 
view very briefly some basic principles of international trade before attacking 
the problems of policy which the above considerations pose. We may begin 
by observing that trade between nations grows out of geographic, or regional, 
division of labor. Each nation is a little different in climate, natural resources, 
quality of the people, and the technical state of the arts. Barring interference, 
these are the chief influences that determine the course and nature of inter¬ 
national trade. A nation tends to specialize in the production and exporta¬ 
tion of those commodities which it can produce most effectively, importing 
in exchange those commodities which it can produce least effectively. To 
put it differently, a nation tends to import those goods which other countries 
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can produce more cheaply than it, and to export those goods which it can 
produce more cheaply than they. This is the familiar law of comparative 
costs. It pays a nation more to specialize in those industries which its avail¬ 
able natural resources, technical equipment, and population make most ad¬ 
vantageous, and to rely on international trade to supply the commodities 
that it can produce only at heavy costs at home. 

The items of trade between nations are of three sorts—commodities, serv¬ 
ices, and credit transactions. Commodity exports and imports, such as man¬ 
ufactured goods, raw materials, gold, and silver, are known as the visible 
items of trade. Services rendered, such as shipping, banking, and insurance, 
taken together with the credit transactions—loans, interest payments, and 
the like—constitute what are called the invisible items of trade. International 
trade must be viewed as an exchange of commodities and services for other 
commcxlities and services. It follows that the total visible and invisible ex¬ 
ports must balance the total visible and invisible imports. The commodities 
and services we obtain from other countries must be paid for; we are in their 
debt to that extent. On the other hand, the commodities and services we 
deliver to other countries, they must pay for; we have credit abroad to the 
extent of these exports. If these debits and credits do not balance, the differ¬ 
ence must be paid in specie or temporarily charged up as a loan. 

The various kinds of international trade dealings necessitate payments 
between individuals in different countries. Since each country has its own 
monetary system, the manner of making payment is much more intricate 
in foreign trade than it is in domestic trade. Payment is accomplished by 
the use of credit instruments called bills of exchange. A bill of exchange is 
a draft drawn by a creditor against a debtor, ordering him to pay a specified 
sum of money to a certain party, at a certain time and place. An American 
exporter of wheat to England has money due him from that country; an 
Englishman owes him the purchase price of the wheat. The American can 
draw a bill against the English importer, ordering him to pay the amount 
of the purchase in English pounds at a certain time and place in England. 
There will be at the same time other Americans who have imported goods 
from England—English cutlery, for example. Such Americans will wish to 
make payment to English manufacturers for their purchases. Our wheat 
exporter can sell his bill to a cutlery importer, and thereby secure the money 
due him. The cutlery importer can then send the bill to the English manu¬ 
facturer in payment of his debt. The English manufacturer can present the 
bill for payment to the English wheat importer, against whom it was drawn. 
Thus, the two transactions can be settled without the actual movements of 
money across the water. Through the medium of a bill of exchange, Eng¬ 
lish cutlery pays for American wheat. 

The price at which bills of exchange are sold is called the rate of exchange. 
Under gold standard conditions (which prevailed in the leading commercial 
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nations before the First World War) this rate is at par when bills sell for 
their equivalent in gold. The prevailing rate will be above or below the 
gold par, depending upon variations in the supply of and demand for bills. 
The upper and lower limits of this fluctuation in rates are set by the costs 
of shipping gold. Gold movements tend to correct discrepancies between 
the supply and demand of bills. If the supply of bills of exchange in the 
United States exceeds the demand for them (which means that total exports 
have exceeded total imports) gold will tend to be imported to restore the 
balance. Where nations have abandoned the gold standard, the stabilizing 
influence of gold movements is lost and the rate of exchange depends upon 
the purchasing power of the paper currency, and on various speculative fac¬ 
tors, such as the possibility that gold payments will be restored. Bills of ex¬ 
change are rarely sold directly to an importer by an exporter. A middleman, 
such as a dealer in exchange or a banking house, handles such transactions. 
Usually exporters with bills for sale will sell them to a dealer or bank, and 
importers wishing to purchase a bill will go to a dealer or bank to obtain 
one. 

A Nation Cannot Sell If It Will Not Buy.—The basic principle that 
underlies all this machinery of payments is that goods pay for goods. The 
use of bills of exchange makes this possible. It follows that a country pays 
for the goods it buys by means of the goods it sells, and it collects payment 
for the gocxls it sells by means of the goods it buys. There is a corollary 
principle that is essential to an understanding of the issues involved in trade 
policy. It is that a nation cannot sell if it anil not buy. If we try to sell goods 
to foreigners without buying an equivalent amount from them in return, 
they have no means of paying us. If they tried to pay us in their own 
money, we would have no use for it, because we could not spend it in this 
country. If the gold standard prevailed, they could pay us in gold for a 
time; but that would soon inflate our currency to the point where prices 
here would be so high that foreigners would find this a dear country to buy 
goods in. Our products would be too expensive for them and our exports 
would decline. Only by taking foreign goods in exchange can we maintain 
the volume of our own exports. We will see, as we proceed, how this prin¬ 
ciple renders fallacious many of the arguments that have commonly been 
advanced in favor of trade restrictions. 

The Case for Free Trade.—Any person who reads an exposition of the 
principles of international trade with a reasoning and open mind must be 
impressed with the strength of the case for free (i.e., unrestricted) trade. The 
simple principle that a country gains most by concentrating on the production 
of goods and services to which it is best suited does not require a profound 
knowledge of economics to be understood. Common sense is sufficient to 
grasp the idea that the greatest economy and efficiency in the use of the 
world’s natural resources, technical ec|uipment, and labor supply, would be 
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achieved if the channels of trade were free and unobstructed. Each country 
would gradually find its place in the world’s markets, concentrating on the 
things for which it was best suited and depending on other nations for the 
things that it could produce only at a comparative disadvantage. Almost 
every act that restricts the freedom of trade tends to reduce proportionately 
the gains of specialization and, consequently, to reduce the real income 
available for the world’s consumption. This is because the restriction of 
trade diverts productive activity away from industries in which the advan¬ 
tage is great towards industries of less advantage. 

The United States illustrates the operation of free trade. Within our 
boundaries each of the individual states specializes in forms of productive 
activity to which it is well adapted. Thus, New England states specialize 
largely in manufactures, the southern stales in cotton, the middle western 
states in wheat and corn. California and Florida are famous as producers 
of citrus fruits. Now suppose that the United States were divided into three 
independent countries, the first including the region from Canada to the 
Mason-Dixon line and from the Mississippi to the Atlantic, the second in¬ 
cluding all land south of the Mason-Dixon line and west as far as the Mis¬ 
sissippi, the third including all territory west of the Mississippi. The protec¬ 
tive propagandists would now probably become active in these three coun¬ 
tries. Each country would seek to build up its own industries and shut out 
the products of the other countries. The advantages of climate, resources, 
and large-scale production would be lost, and each area would be taking on 
productive activities at a disadvantage. Some individual producers within 
the countries might gain, but the country as a whole would obviously suffer 
a loss. Pushed to a point of absurdity. New England might place a tariff 
high enough to prevent the importation of citrus fruits, in order that it might 
build up a citrus fruit industry of its own. I lot-houses would be constructed, 
laborers employed, equipment purchased, and business organization devel¬ 
oped! According to the doctrines of protectionists, the prosperity of New 
England would be much enhanced! It is quite obvious, however, that the 
opposite would be true; she would find her prosperity reduced. By concen¬ 
trating on manufacturing (to which she is well adapted) and exchanging 
the product for citrus fruits, she can secure a larger quantity of the latter, per 
unit of productive effort expended, than she could by producing them herself. 
This illustration may seem absurd, but the principle involved is exactly the 
same when the degree of disadvantage, being less, is not quite so obvious. 
The division of our country into three independent nations, each with a 
protective tariff system, would have a disastrous effect on the development of 
future prosperity. It would cripple tragically the efficient, specialized, eco¬ 
nomic organization that has evolved within our boundaries. The case for 
free trade rests on the advantages of specialization. The inefficiency of forc¬ 
ing on a nation the production of goods under conditions of disadvantage 
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should be obvious to all. Protection of industry in some cases may be worth 
what it costs, but any argument in its favor that fails to recognize that cost 
is apt to be fallacious. 

The Protective Tariff, —There is no phase of economics where greater 
divergence exists between the teachings of economists and actual practice than 
in the matter of the protection of industry. The conclusions of most of the 
world’s greatest economists, ever since Adam Smith published his Wealth of 
Nations in 1776, have been overwhelmingly in favor of free trade. But, with 
the outstanding exceptions of Great Britain and Holland, nations have gen¬ 
erally followed vigorously the policy of erecting tariff walls to restrict the 
importation of commodities, and even Great Britain has been moving to¬ 
ward a protective policy in recent years. 

A protective tariff is a duty, or tax, placed on specified imports into a 
nation, levied for the purpose of enabling the home producers to raise the 
price of their commodities to a point high enough for them to sell their 
product at a profit in spite of the competition of producers operating under 
lower production costs abroad. The home consumer is asked to pay a higher 
price for the goods he buys in order to keep the home industry in existence. 
Home industries which operate at a disadvantage are thus enabled to run 
at a profit. In so far as a protective tariff really protects (that is, keeps out 
the more cheaply made foreign product) the advantages of geographic spe¬ 
cialization are lost. Such a policy always means a cost to the nation, for 
under it the output of industry must be of less value than would be obtain¬ 
able if it concentrated on what it could do best and purchased other products 
from abroad. The arguments used to support our protective tariff system 
arc lamentably weak, but their wide popularity makes it necessary for us to 
examine carefully the reasoning on which they are based. We shall find 
some justification for protection of a modified sort. The evidence is not all 
on one side of the question, but the usual defences of protection arc full of 
errors. 

The Balance of Trade Argument. —^Much of the support given the policy 
of protection is based upon a widespread belief in the desirability of a 
“favorable” balance of trade. A “favorable” balance, as the term is popu¬ 
larly used, means that commodity exports exceed commodity imports. This 
situation is called “favorable” on the assumption that the balance will.be 
paid in some form of money; in popular language, “It brings money into 
the country.” An “unfavorable” balance of trade means that commodity 
imports exceed commodity exports. It is considered “unfavorable” because 
it is supposed that money must flow out of the country to restore the balance. 
To bring money into a country is thought to make it wealthy, while to re¬ 
duce the stock of money is believed to make it poor. Exports, consequently, 
arc to be stimulated by every possible means and, conversely, imports are to 
be discouraged. This was the actual policy followed by our government for 
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decades. The Departments of Commerce and of State devoted considerable 
energy to the building up of export business, while by high tariff barriers we 
obstructed imports. Not until the adoption of the reciprocal trade agree¬ 
ments program of the late nineteen thirties (which will be described in a 
later paragraph) did we begin to make any concession to the idea that trade 
must be in both directions. 

This naive belief in the policy of developing a “favorable” balance shows 
ignorance of the fundamental principles of both trade and money. It runs 
directly counter to the basic proposition, developed above, that a nation 
cannot sell if it will not buy. Imports are paid for, not by the sending out 
of money, but by exports; hence the curtailment of imports tends eventually 
to reduce exports. When an American exporter seeks payment for his goods, 
he draws a bill of exchange against his foreign customers. This bill he hopes 
to sell to an importer, making payment for goods or services purchased 
abroad. If, however, importations have been materially reduced, our exporter 
may be unable to sell his bill, except at a loss. Under a gold standard he 
would have the option of using his bill to obtain gold abroad, but this would 
only raise prices in the United States and lower them abroad, discouraging 
American sales to foreign purchasers and encouraging American purchases 
abroad. Under a paper standard he would not have that option and would 
have to take a much lower price for his draft. This drop in the exchange 
rate would also make foreign sales unprofitable. Thus in either case the 
ultimate effect of the restriction of imports would be to discourage exports 
and to encourage imports until trade reached a balance, but it would 
be a balance in which the volume of goods exchanged in both directions 
would be less than it would be if the restrictive policy did not prevail. 
Therefore we must conclude that the effect of restricting imports is to reduce 
the amount of trade. This means that high tariffs injure those of our in¬ 
dustries that produce for the export market. 

The Infant Industry Argument.—One of the earliest arguments in de¬ 
fense of tariff duties was that they are needed to protect infant industries. 
A tariff can be used to protect new industries from foreign competition 
until they are able to stand on their own feet. This argument has taken 
both a general and a specific form. The general form was made famous by 
the German economist Friedrich List, writing in 1841. He observed that a 
country in the agricultural stage of development, about to advance into the 
manufacturing stage, will meet difficulties during the transition period in 
competing with industrialized nations already established. He had in mind 
the new industries developing in the United States and Germany at the time 
of his writing, which industries faced competition from the firmly established 
industries of Great Britain. He advocated the use of protective duties to 
reduce the difficulties of the transition period. The specific form of the infant 
industry argument is the application of the principle to a single industry even 
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after the industrial stage is well under way. During the Second World War 
a number of new industries were established in this country. The synthetic 
rubber industry is an example. These industries faced serious competition 
with the return of normal trade relations. It is to be expected, therefore, 
that protection will be demanded for them, with the promise that eventually 
they will be able to meet foreign competition without government aid. 

Economists generally admit that there is some merit in the infant in¬ 
dustry argument, but it can be held to justify protection only in the case 
of industries in which the protecting country may be expected eventually 
to have a comparative advantage. l*here is nothing to be gained by pro¬ 
tecting “infants” which will remain permanently at a disadvantage. In prac¬ 
tice this distinction has proved difficult to apply. How can one tell in 
advance which industries will in the long run be able to stand on their 
own feet and which will not? Selection of industries to be protected degen¬ 
erates into political bickering. At best this argument justifies protection only 
for a short, temporary perirxl. List limited the pericxl of protection to twenty- 
five years. However, once protection has been granted it is hard to secure 
the removal of the duties. Vested interests become firmly intrenched, and 
new arguments are used to justify continued protection. 

The Home-Market Argument.—Under the leadership of Alexander Hamil¬ 
ton, the protective tariff policy was inaugurated in the United States on the basis 
of the infant industry argument. With the passing of a quarter of a century 
this argument was no longer applicable, so a new defense of protective duties 
was brought forth, known as the home-market argument. It was popularized 
largely under the leadership of Henry Clay, The protection of manufactured 
goods, it was claimed, by keeping out foreign competitors, builds up a new 
industry at home that would not otherwise exist. The new industrial com¬ 
munity which develops in the center where this industry is established 
constitutes a new and additional market for the sale of domestically pro¬ 
duced goods, especially farm products. The argument was used to win 
over the agricultural sections of the country to the support of tariff duties. 

The fallacy inherent in this reasoning is that an additional market is not 
created by protection, but a domestic market is substituted for a foreign 
market. The cutting off of imports would have the effect of reducing exports. 
Therefore, in building up new industries, protection does not create an addi¬ 
tional industry; it merely diverts labor and capital from industries which 
would otherwise be exporting goods, to industries producing goods which 
would otherwise be imported. A national loss results because an industry 
in which we arc at a disadvantage is substituted for one in which we can 
produce at an advantage. 

Some proponents of the home-market argument admit that there is a 
slight loss in this respect, but they hold that there is an offsetting gain due 
to the fact that the urban industry created by the tariff, being nearer to the 
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farmers, offers the latter a market that is less likely to be interrupted by 
international disturbances, and the market is therefore more stable. They 
also hold that the nearby market requires less transportation costs. There 
is some validity to the first part of this reasoning, but not to the second. 
Distance from markets cannot be considered economically a disadvantage, 
if the loss in transportation costs is more than offset by the gain in specializa¬ 
tion. Goods are purchased from abroad because they can be obtained cheaper 
than at home, even after paying all transportation costs. 

Of late, the home-market argument has been put in a slightly different 
form. Large-scale industries with heavy capital investment require stability 
of output, it is said, for a slight drop in sales may force the industry into 
bankruptcy because of the continuation of the overhead expense. It is argued 
that protection should be granted such industries in order to guarantee 
them at least the domestic market, and to that extent stabilize these indus¬ 
tries. The plausibility of this reasoning has given some support to those who 
favor the unfortunate current trend toward nationalism. 

The High-Wages Argument.—To gain the support of labor, protection¬ 
ists have always claimed that the high American wage level is the direct 
result of our protective tariff policy, and that the continuation of this high 
level is dependent upon the continuation of that policy. It is claimed that 
competition with the pauper labor of foreign nations would lower American 
wages and reduce, consequently, the American standard of living. The truth 
of this contention is said to be demonstrated by a comparison of American 
wages with those prevailing abroad. 

This reasoning errs in confusing high wages with high labor cost. There 
is no necessary relation between these two factors. Labor costs should be 
measured in terms of cost per unit of prcxluction rather than in wages per 
man. Labor costs in the former sense are low in the United States. This 
contention is substantiated by the large volume of our export business. Many 
American producers are evidently able to pay high wages plus transportation 
costs across the ocean, and yet undersell the foreign producer in his own 
market. If labor costs were so much higher in the United States than abroad, 
how would it be possible to export any merchandise at all? Surely this ar¬ 
gument proves entirely too much! 

There is another fallacy in the high-wages argument for protection. It 
assumes that the tariff increases the demand for labor by building up in¬ 
dustries that would not otherwise exist here. This is implicit in the argu¬ 
ment, for unless it raises the demand, how could it cause high wages, or 
prevent low*ones? But we know, from our reasoning in connection with 
the home-market argument, that the tariff does not add to the total volume 
of industry; it merely changes its direction, diverting it from products in 
which we have an advantage, and which we would normally be exporting. 



APPLIED ECONOMICS 


378 

to products in which we are at a disadvantage. Therefore, it does not increase 
the total demand for labor and cannot contribute to high wages. 

The explanation of the high wage level in the United States is found in 
our marvelous natural resources, the technical development of our industries, 
and the enterprise and efficiency of our people. Wages would probably be 
high in the United States under any system. They are just as high in non¬ 
protected industries as in protected industries. In truth, it is because wages 
are high in certain industries that other industries, to which we are not so 
well adapted, find they must be given financial aid in order to secure labor 
and yet meet foreign competition. The principle of opportunity costs is 
here at work. We must conclude that protective tariffs do not maintain high 
wages. On the contrary, protection must lower real wages, by increasing the 
prices of the commodities that workers buy. 

The Employment Argument.—Closely allied to the high wages argu¬ 
ment is the claim that low tariffs cause unemployment and that high tariffs 
establish new industries and increase employment. Economists have pointed 
out with wearisome repetition that unemployment has not been more gen¬ 
eral, on the average, during periods of low tariff duties than during periods 
of high tariff duties in the United States. The obvious fact, that the removal 
of a tariff duty does frequently cause workmen employed at the time in 
that industry to lose their jobs, closes the eyes of the average person to the 
broad question of social advantage. Such unemployment is not permanent. 
This is only an argument against a sudden and complete abandonment of 
tariff duties. We may repeat once more what has already been emphasized, 
that an additional industry is not created by a protective tariff, but one in¬ 
dustry is merely substituted for another. The real causes of unemployment, 
together with appropriate remedies, we have already analyzed in Chapter X. 

The Diversity of Industry Argument.—In some countries, trade may 
result in the narrowing of productive activity to a relatively small number 
of specialties. Protective duties reduce this specialization and tend to diver¬ 
sify industry. Many persons believe that the advantages of diversification so 
obtained compensate in the long run for the loss resulting from the reduction 
of specialization. Economically, the gain is in the greater stability that is 
given to the economic organization. The experience of our southern states 
in specializing almost completely in the production of cotton indicates the 
danger to be guarded against. When cotton prices are high the South is 
prosperous, but when cotton prices are low it is in depression. Everything 
depends on the price of this one commodity. The high degree of industrial 
specialization that prevails in England has had similar consequences during 
the war and postwar periods. Free traders can reply that diversity of indus¬ 
try is purchased at the cost of a reduction in real national income, but it 
must be admitted that in a world of political and economic instability there 
is something to be said for this argument for protection. However, would 
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it not be better to work for a world of peace and free trade, so that all may 
enjoy the benefits of geographical specialization? 

Economic Self-Sufficiency and Political Unity. —German protectionists 
have made much of the claim that a nation should be economically self- 
sufficient, so that in time of war it would not be dependent on other nations 
for the commodities it requires. Since Germany long ago developed a highly 
industrialized economy, the argument has been that agriculture, rather than 
manufactures, should be protected, in order to round out a balanced and in¬ 
dependent economic organization. Even in peacetime some merit is claimed 
for economic self-sufficiency because changes in the course of international 
trade will, under such conditions, affect a nation less seriously. England, 
for example, is finding that the nations with whom she previously traded 
her manufactured products for foodstuffs and raw materials are now devel¬ 
oping industrial organizations of their own. The result is a drop in her 
foreign trade. A heavy strain has been placed on English industries; it has 
become increasingly difficult to obtain raw materials and foodstuffs and to 
find markets for finished manufactured products. The solution of this prob¬ 
lem is one of the many serious questions facing the English people today. 
Some writers have gone so far as to predict that a complete reorganization 
of the economic life of that nation will have to be effected. 

Perhaps the economist is to be censured for viewing the world from 
an international, free trade point of view. The world today is so divided 
into nationalistic units that until much progress is made towards interna¬ 
tional peace the economist will do well to fit his theories to existing condi¬ 
tions. There is little doubt that the future economic development of the 
world must eventually alter our present conception of foreign trade. It is 
conceivable that, after the temperate zone is completely industrialized, we 
may be forced to a form of regional international planning, with foreign 
trade restricted to interregional trade in products peculiar to a given area, 
and trade between the temperate zones and the tropics. But in the opinion 
of the present authors, even if this situation were to eventuate, it should 
result from a process of evolution, not from artificial restrictions. Trade bar¬ 
riers of the absurd type so prevalent today can only make more difficult the 
attainment of the ultimate goal. 

Protection Against Dumping. —The practice of selling goods in a foreign 
market at a price lower that the total cost of production is known as dump¬ 
ing. The reason for this practice is the desire of producers to market surplus 
goods without “breaking” the domestic price. Dumping may be of two 
different sorts—irregular (or temporary), and regular (or continuous). Many 
industrial enterprises find on their hands at irregular intervals a surplus 
stock of finished products. If this stock is placed on the domestic market, 
the price must be lowered in order to find purchasers, in accordance with 
the economic law of demand. But if this were done, it might be difficult 
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in the future to restore the domestic price to the original point. Therefore the 
producer seeks to place his surplus products on a foreign market, selling 
them at whatever price they will bring, so long as operating (or variable) 
costs are covered. Permanent or continuous dumping is profitable only under 
monopolistic conditions. If an industry has a monopoly of the domestic 
market, it may fix the domestic price of its product at the point of greatest 
net return, and use its surplus plant capacity to produce goods for a foreign 
market, selling there, as in the previous case, for whatever price can be ob¬ 
tained, as long as operating costs are covered. Dumping may then last for 
long periods of time. Under competitive conditions it is clear that this prac¬ 
tice would be impossible, since domestic prices would be forced down under 
active domestic competition. 

The economic effects of dumping should be viewed from the angle of 
both the domestic consumer and the foreign consumer. The foreign con¬ 
sumer obtains the dumped commodities at very low prices—less than the 
total cost of producing them. If the dumping policy is permanent, the in¬ 
dustry of the importing country can adjust itself to such importations, and 
the country as a whole stands to gain. If, however, the dumping is irregular, 
the effect is to dislcKate the industry temporarily, for while the dumped 
products are being imported, the local industries face heavy losses and may 
be driven out of business. Later, the failure to continue importation will 
cause a shortage to develop, and local prices will soar. Conditions would be 
very unstable in the foreign market. As to the country from which the 
goods are dumped, consumers there will gain by the practice of dumping 
if the goods are produced under competitive conditions. This is because the 
sale of surplus products abroad will reduce the share of fixed charges which 
the domestic buyers must pay. This result does not follow in case of mo¬ 
nopoly conditions, for the gain would then go principally into increased 
monopoly profits. 

Tariff duties specifically directed against dumping are quite common. 
Many free traders modify their views to the extent of advocating tariffs of 
this kind. If the importing country levies a tariff duty just high enough to 
equalize the price of the dumped product with the price charged in the 
producing or exporting country, then the home industry is not unduly pro¬ 
tected. If the foreign producer can undersell the domestic producer under 
such conditions, it must be because his total cost of production is lower, and 
the principle of free trade is in operation. The difficulties with duties de¬ 
signed to protect a country against dumping grow out of the practical ap¬ 
plication of the principle. It is very hard to discover just when dumping is 
taking place and to what extent a low price is the result of this practice. 
And, assuming that these facts arc accurately ascertained, the duty must be 
imposed on the dumped goods after the act has occurred; it is therefore 
likely to be ineffective against the most common form of dumping—the 
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irregular, sporadic type. The first difficulty can be reduced by placing the 
power of altering duties in the hands of an administrative officer, but even 
then the practical result in many cases will be to establish just one more 
opportunity for the raising of miscellaneous protective duties. 

Protection by Bounties (Subsidies). —While the protection of industry is 
usually secured by the levying of duties on imports, the same end can be 
accomplished by the granting of bounties, or subsidies, as they are often 
called. A bounty is a direct payment by a government to an industry for 
the purpose of stimulating its growth, in contrast with the indirect financial 
support given an industry by tariff duties, which work by raising prices. 
The bounty brings out into the open the true nature of protection—the ex¬ 
tending of financial assistance to a particular industry. For that very reason, 
bounties are often favored by free traders as a substitute for protection, since 
then even an uninformed citizen-voter can see that protection of industry 
costs him something, and many of the arguments commonly used for pro¬ 
tection in political campaigns then lose much of their plausibility. Another 
advantage of the bounty is that the burden of a protective policy can be 
placed on those best able to bear it by a carefully devised tax law, instead 
of forcing the consuming public to bear the major portion of the burden in 
the form of higher prices. If we must have protection, the bounty is probably 
preferable to tariff duties. 

13 . Other Trade Barriers 

The Growth of Trade Barriers Since 1929. —The pressure for increasing 
state control over foreign trade has been especially strong since 1929. Even 
England, the traditional stronghold of free trade, adopted a general tariff 
in this period. In 1932 an Imperial Economic Conference at Ottawa, Canada, 
resulted in considerable extension of the tariff system and at the same time 
granted preferential advantages within the British Empire. In the United 
States, the Smoot-Hawley Tariff of 1930 raised rates to very high levels. 
This action induced direct retaliation from abroad. Old techniques were 
used with renewed vigor and new techniques were introduced. It is difficult 
to appraise the effectiveness of indirect restrictions, such as voluntary boy¬ 
cotts against foreign products, clauses inserted in loan contracts requiring 
the expenditure of borrowed funds within the lending country, onerous 
inspection regulations at ports of entry, and freight rate discriminations. But 
several direct controls have been very effective, namely: the quota system, 
currency depreciation, foreign exchange control, raw material exports con¬ 
trol, and international cartel agreements. 

The Quota System. —Tariff protection excludes foreign goods only to the 
extent that the higher prices of such goods resulting from it deter buyers 
^tom purchasing them. Imports, however, can be restricted directly and 
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positively by means of import quotas. Quota systems vary widely, ranging 
from simple governmental decrees which fix the amount of a specified com¬ 
modity that can be imported in a given period (often set at three months), 
to elaborate systems in which importers are licensed, and to the development 
of agreements between foreign and domestic competitors as to how the 
domestic market shall be divided between them. Usually the volume of im¬ 
ports is limited to a stated percentage of imports in certain specified earlier 
years (before quotas were established), either for imports of certain goods 
as a whole, or individually, by countries. For instance, the United States, 
under a quota system, might decree that for the next five years the amount 
of hardware imported into this country must not exceed fifty per cent of 
the average amount of such goods that were imported during the five-year 
period from 1925 to 1930; or, that the amount of hardware admitted from 
each foreign country must not exceed fifty p^er cent of its average share of 
hardware impx>rts during the stated base period. In the pxriod between the 
two world wars this was a favorite form of trade restriction because by this 
means the desired result could be attained very accurately. 

The arguments for and against tariffs apply equally well to the quota 
system. Such drastic restrictions can be justified only to meet urgent internal 
problems. 

In passing, we should note that import quotas are not as beneficial to a 
government treasury as are tariff duties. If imports are restricted by quotas, 
the same tariff rates apply as before the quotas took effect, but they apply 
to a smaller volume of goods, so that revenues arc decreased; but if the same 
reduction in imports is accomplished by raising tariff rates, the duties col¬ 
lected will increase. State revenues are therefore greater under the tariff 
method of restriction. Both systems tend to raise domestic prices because 
they reduce the supply of commodities. 

Export Stimulation by Currency Depreciation.—A rapidly depreciating 
currency gives a temporary export advantage to a country, because foreign 
exchange rates respond very prompitly to currency dep^reciation, while the 
price level reacts more gradually, spreading slowly from one group of com¬ 
modities to another. So, when a country’s currency is depreciated (e.g. by 
fiat money inflation) its exchange rate falls rapidly in terms of foreign cur¬ 
rencies, but its price level docs not immediately rise to the same degree. This 
makes it possible for foreigners to buy its goods more cheaply, so that its 
exports increase. For instance, after the First World War there was a drastic 
inflation in Germany. Americans then found that, as the value of the mark 
fell, the number of marks that could be obtained for a dollar increased faster 
than prices in Germany were rising, making it very profitable to buy German 
goods. 

Countries with controlled national economies, when in urgent need of 
industrial materials, find the temptation to depreciate their currencies very 
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strong. Such action, by increasing their exports temporarily, gives them a 
supply of foreign exchange with which to purchase needed foreign goods. 
This can easily lead to a series of competitive currency depreciations on the 
part of several trading nations when they are suffering from the dislocations 
and distress of war. Each country tries to outmancuver the others in a 
struggle to establish export balances. The consequences can be disastrous 
for all concerned, for each new act of depreciation brings retaliation and 
generates a new pressure for stronger governmental control. Exactly such 
a situation developed between the two world wars, and it contributed greatly 
to the economic difficulties of that period. 

Foreign Exchange Control. —Currency depreciation can have only tem¬ 
porary advantages, but continuous control can be accomplished by restric¬ 
tions upon the private sale and purchase of foreign bills. Consider once more 
the situation of many European governments after the First World War. 
The victors were heavily indebted to the United States for war loans (on 
which interest was due) and the vancjuished were under obligations to make 
huge reparations payments. In addition, most of these countries needed to 
buy abroad foodstuffs for their peoples, and raw materials and equipment 
with which to reconstruct their industries. Their monetary gold stocks, 
already considerably reduced by payments made during the war to buy 
foreign goods, were threatened now with total depletion if gold had to be 
used for these postwar payments—and anyway there was not enough of it to 
pay the sums required. The only way out of the situation was to obtain suffi¬ 
cient credits abroad so that the payments could be made in bills of exchange. 
This made it necessary to encourage exports in every possible way, and to 
restrict imports to those goods which were absolutely indispensable. A simple 
and positive means of restricting the imports was to control the sale of 
foreign bills so that they could be used only for those purposes that were 
deemed most important. These considerations were reinforced by the desire, 
in controlled nationalistic economies, to protect the internal plans of the 
governments against external disturbances transmitted through trade chan¬ 
nels. This last is a factor of increasing importance since the Second World 
War. 

The methods by which exchange control has been accomplished are 
numerous and diverse. The more direct forms range from mere appeals to 
the public up to complete elimination of private dealing in foreign exchange. 
Moral suasion generally proves ineffective unless a wave of national patriot¬ 
ism happens to coincide with its use, therefore more effective legal means 
mUsSt usually be adopted. In some cases the exportation of “capitaF’ is pro¬ 
hibited; an embargo is placed on shipping securities, or on moving liquid 
bank balances. In other cases the control reaches beyond capital transfers and 
seeks to limit commodity exports. Businessmen are compelled to secure 
permits before they can purchase foreign drafts, and the government is 
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thereby enabled to allocate the available foreign exchange as it sees fit. In 
the most extreme form of interference, the government abolishes the free 
market and sets up a state monopoly of foreign exchange dealings. Exporters 
must then sell, and importers must buy, their foreign bills from the author¬ 
ized governmental agency. 

An interesting innovation, known as the blocked account system, entered 
the international scene after 1931. Briefly stated, its purpose was to enable 
solvent domestic debtors to satisfy their foreign obligations in domestic cur¬ 
rency and thereby relieve themselves of the necessity of purchasing foreign 
exchange. Germany was one of the most ardent champions of this plan. 
Suppose that a German firm owed ten thousand dollars to an American 
manufacturer from whom goods had been purchased. Under the blocked 
account plan, the German government authorized the debtor firm to pay the 
amount of its obligations into a bank account in marks. This account was 
then placed to the credit of the American firm, and the German govern¬ 
ment, through its central bank, determined the conditions under which 
these credits could be transferred to the United States. The regulations 
controlling such transfers were extremely complex, varying according to the 
category under which the source of the blocked account fell. The difficulties 
were such that the American firm would be quite willing to sell its credits 
in the account at a loss in order to reclaim at least part of the funds due. 
Titles to blocked accounts are frequently bought and sold both openly and 
surreptitiously, often at a large discount. The use of the blocked account 
has spread over most of Europe and many Latin American countries. 

The practice of exchange control has led logically to international agree¬ 
ments known as the exchange clearing system. This plan seeks to restore 
trade between two countries by an agreement that is not far removed from 
the direct bartering of goods and services. The bilateral agreement of 
Switzerland and Hungary in 1931 was one of the earliest of these agreements. 
Under this agreement, a Swiss importer of Hungarian goods was required to 
make payment in Swiss francs into a special account within Switzerland. 
Likewise a Hungarian importer of Swiss goods made payment into a special 
account within Hungary in Hungarian pengoes. A Swiss exporter to Hun¬ 
gary could then receive his money in Swiss francs by payment from the 
Swiss special account, and a Hungarian exporter could receive his money 
from the Hungarian special account. Periodically the two central banks 
cleared their special accounts, and if they proved to be unequal, made agree¬ 
ments to take care of the difference by loans, by stimulation of exports, or by 
limiting imports. The purchase and sale of foreign exchange by individual 
importers or exporters was completely eliminated. Exchange clearing is at 
best a stopgap program. Where trade relations suffer complete breakdown, 
emergency methods may be essential to get goods moving again, but the 
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fundamental causes of the breakdown, internal and external, remain un¬ 
touched. In the long run, it is these that must be dealt with. 

The Control of Raw Materials. —The dependency of certain industrialized 
nations (such as Great Britain and prewar Germany) upon foreign sources 
of supply for raw matrials has led producing countries, seeking to profit by 
this dependency, to establish various schemes for controlling exports of raw 
materials. The list of materials under control, now or in the past, is quite 
long, and includes coffee, mercury, nitrates, potash, rubber, oil, silk, sugar, 
sulphur, tin, and other important basic commodities. The reasons for con¬ 
trolling their exportation are to obtain public revenue, to increase the profits 
of producers, and to stimulate processing industries within the countries 
concerned. 

The United States is the largest consumer of the controlled products, but 
we have given scant attention to the problem. We have been more interested 
in tariff protection against imports, and in securing new foreign markets for 
our own goods. However, legal action has been taken against the American 
representatives of foreign cartels, under our antitrust laws, as in the cases 
of the Dutch quinine monopoly and the Franco-German potash monopoly. 
The making of loans to countries that restrict raw materials has also been 
discouraged in a few cases, including coffee, potash, and rubber. Some at¬ 
tempts have been made to encourage domestic production, the development 
of substitutes, and the reclaiming of used materials; rubber and nitrates are 
here the best examples. However, little has been accomplished, except in 
the case of synthetic rubber, which developed into an important industry here 
during the Second World War. A nationalistic approach cannot be effective, 
even if it includes forms of retaliation. International action is necessary if 
a solution to the problem is to be found. The League of Nations studied the 
problem, and repeated discussion has taken place at international economic 
conferences. It is to be hoped that this movement will continue, for there 
are many raw materials that can be added to the present list, and many 
possibilities for creating new sources of international friction lie dormant 
in the present situation. 

Cartels as Barriers to Trade. —In Chapter III wc had occasion to point out 
that the growth of monopolistic combinations does not always stop at na¬ 
tional boundary lines; international combinations, or cartels, dominate large 
portions of the world markets. One authority states that a tentative list of 
179 such agreements, of which 109 included American enterprises, was com¬ 
piled by our State Department for the year 1939.“ These international cartels 
are often supported by governments in controlled nationalistic economies. 
They can accomplish by simple agreement most of the objectives of other 

® Corwin D. Edwards, cited by Calvin B. Hoover in International Trade and Domestic Em¬ 
ployment (1945)^ P- 77* 
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trade barriers, such as quota systems and tariffs. Markets can be divided, 
prices and output can be controlled, and new competition can be destroyed 
by price cutting in areas where new producers appear. Where overcapacity 
and underemployment face a nation, the cartel can cither aid or block pro¬ 
grams for full employment by means of its control over foreign trade. Unless 
vigorous action, by international agreement, is taken against the international 
cartels, all other attempts to open trade channels may be completely negated. 
This form of trade barrier must be given greater public attention, for it 
may soon outstrip the sum of all other varieties of trade impediments put 
together. 

C. Towards Freer Trade Policies 

The Making of a Tariff.—Although realists may be justifiably skeptical 
of the possibility of attaining complete freedom of trade in our time, there 
is much to be gained by moving gradually in that direction. Tariffs can be 
lowered and other barriers reduced or restrained by a policy of international 
cooperation. As a first step, we must reform our own tariff-making tech¬ 
niques and policies at home. 

An American tariff bill is not the result of a careful weighing of the 
national interest; it is a heterogeneous set of regulations arrived at by a 
multitude of compromises among representatives of pressure groups and 
geographic areas. Under the federal constitution, tariff bills must originate 
in the House of Representatives. The House of Representatives delegates 
the duty of framing the legislation to the Committee on Ways and Means. 
This committee holds public hearings at which the supporters of both sides 
of every proposed duty may express their opinions and defend their own 
positions. The views expressed are colored by the prejudices and interests 
of the individual represented. After the bill has been written, it is submitted 
to the House of Representatives, and many amendments are made on the 
floor. This process of amending is a vicious one, for it frequently degenerates 
into a “give and take” arrangement, each representative agreeing to vote for 
duties desired by other representatives, in consideration for their voting for 
his own suggestions. The result is that each is likely to obtain a protective 
tariff on the products that are produced in his home area. After passage, the 
bill is submitted to the Senate, where it is again modified. A joint conference 
between the two houses whips the final act into shape, and after passage by 
both houses it goes to the President for his signature. 

This procedure is wide open to pressures exerted by special interests 
through powerful lobbies. The outcome is a complex tariff law, levying an 
unreasonable number of import duties, many on commodities of little or no 
social significance. The late Professor Taussig, in discussing this question, 
cited two very interesting and typical cases. A duty on cheap cotton gloves 
was inserted in the Dingley Act of 1897 while the measure was under debate 
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in the Senate. This provision had the effect of giving a certain corporation 
a monopoly of the sale of this form of glove, used primarily by policemen, 
'United States Marines, and state militia, for dress occasions. The glove pre¬ 
viously was imported from Germany. A second illustration is that of a duty 
on nippers and pliers, also introduced by the Senate in the same bill. This 
amendment was inserted at the request of a Utica manufacturing concern 
and was adopted for the special benefit of that specific corporation. 

The Independent Tariff Commission.—One method of reducing the evils 
of special privilege would be to establish a strong, independent tariff com¬ 
mission. Unfortunately, American experimentation in this direction does 
not give ground for much optimism. Dissatisfaction with the conditions 
under which previous tariff laws had been formulated led in 1909 to a pro¬ 
vision giving the President power to employ expert assistance for purposes of 
obtaining information useful in administering the tariff laws. On this author¬ 
ity, President Taft appointed a Tariff Advisory Board. This was succeeded 
in 1916 by the United States Tariff Commission, which has continued to 
function up to the present time. The commission does not have the power 
to fix rates, (as, for example, the Interstate Commerce Commission does for 
railroads) because that power, in so far as customs duties are concerned, is 
given only to Congress by the Constitution. To give such power to a com¬ 
mission would probably require a constitutional amendment. The commis¬ 
sion exists primarily for the purpose of investigating the operation and effects 
of customs duties. It makes reports of its findings and advises Congress and 
the President on the rates that should be adopted and the form the tariff law 
should take. The findings of the commission have thus far had but little 
influence on legislation. If the United States is to arrive at a scientifically 
constructed law and a uniform and stable tariff policy, the Tariff Commis¬ 
sion, or some similar independent body, must be given a stronger hand. This 
will be indispensable in leading us out of the morass of special privilege and 
petty politics in which the whole American tariff controversy is now en¬ 
gulfed. 

Reciprocity and “Most-Favored-Nation” Treaties.—The principle of reci¬ 
procity is a useful means by which international cooperation toward freer 
trade can be assisted. In protecting their own home industries, nations have 
found that they have brought on themselves retaliation in the form of pro¬ 
tective duties in other countries to which their gocxls were exported. Desire 
to overthrow these restrictions has led many countries to negotiate treaties 
with the countries to whom their exports flow. This has given rise to reci¬ 
procity, in which a country reduces its duties on the products of certain 
other countries in return for similar favors from them. The benefits of these 
reductions are automatically extended to many other countries because of the 
existence of “most-favored-nation” clauses in commercial treaties. This clause 
is interpreted to mean that any favor granted by one country to another is 
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simultaneously extended to all other countries that have “most favored na¬ 
tion” agreements with it. Today a network of commercial treaties involving 
reciprocity and “most-favored-nation” clauses has been established. A more 
direct attack upon trade barriers would be desirable, but these treaties have 
the merit of permitting a controlled, gradual transition towards the goal of 
less restricted trade relations. 

Reciprocal Trade Agreements.—^A hopeful move toward liberalizing the 
American trade policy was made by the passage of the Reciprocal Trade 
Agreements Act of 1934. This law authorized the President to negotiate 
reciprocal trade agreements with foreign countries, and to put the same into 
effect, without the necessity of obtaining approval by the Senate (which ordi¬ 
narily must concur in the making of treaties). Power was given to raise 
or lower tariff rates in these agreements by not more than fifty per cent. 
As a result of most-favored-nation treatment, any specific reductions are ex¬ 
tended to other countries which do not discriminate against the United 
States. Through this unusual grant of power, twenty reciprocal trade agree¬ 
ments had been successfully negotiated by 1939. 

While the purpose of the law was to revive foreign trade, the Federal 
Trade Agreements Committee, which was charged with the task of formulat¬ 
ing the agreements, sought to prevent any drastic weakening of the American 
protective tariff system. This intent was carried out by basing the program 
on two broad principles. In the first place, tariff reductions were confined 
to import commodities which came mostly from the particular nation with 
which the agreement was being made. The bulk of each of our imports 
(averaging 71 per cent in 1931) ^ comes from sr>me one foreign country, only 
a relatively minor proportion being derived from other, scattered sources. 
Thus it is possible to avoid giving broad concessions to countries that are not 
parties to reciprocal trade agreements by reducing rates in a given case only 
on the goods in which the particular nation concerned is our main source of 
supply. Secondly, the committee has sought to avoid reducing rates on com¬ 
modities that are “directly in competition” with American industry. 

Prior to the drastic interruptions to the ordinary course of commerce 
occasioned by the Second World War, the new trade policy appeared to be 
rather successful. In 1936 imports from countries with which agreements 
had been consummated increased nearly twice as fast, and exports nearly 
three times as fast, as our foreign trade with other countries.^ Similar results 
can no doubt be expected in the postwar period. The bargaining procedure 
involved in making reciprocal agreements has given the United States a 
powerful weapon for reducing trade barriers. It is true that the process 
of negotiating a new treaty one product at a time is most time consuming. 

* Paul T. Ellsworth, International Economics, Part II, Chapter 7. 

* Ibid. 
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A more direct and comprehensive approach to freer trade by more general 
international cooperation is needed, but the trade agreement method is now 
established, and the State Department can work within that authority with- 
out interference. The opportunity thus opened should be vigorously ex¬ 
ploited. 

The Genesis of Bretton Woods. —The greatest threat to a healthy revival 
of world trade at the close of the Second World War was the risk of acute 
economic conflict—especially a widespread currency war. The gold standard 
had disappeared and been replaced by more or less rigidly managed paper 
currencies. Responsible governments feared the strains that might be caused 
by external influences on their internal economies, which were controlled by 
such devices as price fixing, rationing, and allocation of resources. An ap¬ 
palling lack of the materials and equipment needed to rebuild for peace faced 
many nations. The full force of such economic conditions falls on foreign 
exchange rates and the international investment market. We observed in 
Part B, above, the importance of the relation between internal and external 
price levels. Other things being equal, a rise in the dollar price of English 
pounds makes it cheaper for Englishmen to buy needed goods in the United 
States; the pound has more purchasing power abroad, so that imports into 
England would be stimulated. In a similar manner, a fall in the dollar price 
of the pound would decrease the purchasing power of the pound, discourag¬ 
ing importation, but stimulating British exports, since England would then 
become a cheap place in which to buy goods with dollars. The determina¬ 
tion of exchange rates among the various world’s currencies was therefore 
of critical importance for each nation’s postwar aspirations. The ability to 
borrow abroad was almost equally urgent. With production and exports at 
low levels, much of the hope for prompt rebuilding of industry was de¬ 
pendent upon the ability of the war-torn countries to import materials and 
equipment, financed by long-term foreign loans. Nationalistic controls arc 
impotent to meet these conditions; international cooperation was essential 
for the resumption of world trade. 

It was against this background that forty-four nations met at Bretton 
Woods in July, 1944, in a historic and bold attempt to meet a world trade 
problem by international cooperation. The Bretton Woods Agreements 
worked out by the conference provided for the establishment of two organ¬ 
izations: an International Monetary Fund, designed to promote stability in 
exchange rates, and an International Bank, designed to facilitate and guide 
long-term international investments for productive purposes. We shall be 
in a better position to understand the role of the Bank after a study (in the 
next chapter) of the whole problem of international finance. At this point 
it is the Fund that requires our attention. 

The International Monetary Fund. —^The International Monetary Fund is 
intended to promote freer and wider international trade by a program of 
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international monetary cooperation and foreign exchange stabilization. It is 
hoped that it will eliminate such restrictive and discriminatory practices as 
competitive currency depreciation, bilateral clearing agreements, and direct 
foreign exchange controls. It is recognized that some controls may have 
to be retained during the period of disturbed conditions that accompany the 
transition from the Second World War to peace, but the Fund can require 
the removal of these controls on the part of its members when, in its opinion, 
they are no longer necessary. The participating nations have agreed to define 
the parities of their respective currencies at certain rates in terms of gold or 
of American dollars, and thereafter to limit variations in their exchange 
rates to not more than one per cent from these pars. If it should appear that 
the established par in a given case is not compatible with fundamental 
equilibrium of trade for the country concerned, it may change the par by an 
amount not exceeding ten per cent, after consultation with the Fund. 
Changes exceeding ten per cent cannot be made without the Fund’s express 
permission. This provision is expected to prevent competitive currency de¬ 
preciation. 

In order to prevent excessive fluctuations of exchange rates, the Fund is 
provided with a huge stabilization appropriation, contributed by the various 
members, the quota for each member having been determined on the basis 
of the country’s national income, prewar trade volume, and monetary gold 
stocks.^’ The subscriptions took the form partly of gold, and partly of credits 
in the member countries against which the Fund could draw bills of exchange 
as needed. These resources can be used to stabilize exchange rates in the 
following manner: Suppose that a crop failure in Argentina this year sharply 
reduces its exports of grain for a season, so that it no longer has a large 
enough supply of foreign bills to pay for its normal imports of foreign goods. 
Without the Fund, foreign exchange might rise to a high premium in Ar¬ 
gentina, and Argentine bills would fall to a low discount abroad. Now this 
need not happen, for Argentina can apply to the Fund for a loan. By draw¬ 
ing on its foreign credits, the Fund can supply Argentina with such foreign 
exchange as it needs, thus preventing exchange rates from being seriously 
disturbed, and making it possible for Argentina to buy its usual amount of 
imported goods. Serious trade dislocations are thereby prevented. Next year, 
when crop conditions in Argentina improve, it can build up its credits abroad 
until it has a surplus of foreign exchange with which to reimburse the Fund 
for its loan. The amount that a country can borrow from the Fund in any 
twelve-month period is limited to 25 per cent of its quota, and the total of its 
accumulated borrowings must never exceed twice the amount of its quota. 

It must be made clear that the Fund can deal successfully only with short- 

®Thc initial resources of the Fund were set at $8,800 million. The larger quotas were: 
United States, $2,750 million; Great Britain, $1,300 million; U.S.S.R., $1,200 million; China, 
$550 million; France, $450 million; India, $400 million; Canada, $300 million. 
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run, temporary dislocations; it cannot correct long-run, permanent alterations 
in the trade balance between one country and the rest o£ the world. For 
instance, if there should be a permanent decline in the world demand for 
Argentine products, so that it could no longer expect its sales abroad to pay 
for its former volume of exports, it would not be able to repay any loans 
extended to it by the Fund, and the Fund would soon be put in a position 
where it would be forced to refuse it further credits. Argentina would simply 
have to adjust its economy to its changed world situation. The Fund is not 
designed to prevent such changes in fundamental trade relations, but it can 
aid the process of transition so that it can take place in an orderly manner 
without abrupt and severe disturbance. 

Since in the immediate postwar situation the United States is the country 
whose exchange will be in strong demand, the result of the Fund’s operation 
in its early yqars will be, in effect, the making of short-time loans by this 
country to other member countries needing American goods; for the Fund 
will be drawing on its American credits to supply United States bills to 
nations whose exports do not balance their imports from this country. It is 
hoped, however, that this situation will not be permanent. In time, presum¬ 
ably, the various nations will put their economies in order, and the various 
obstructions to world trade will be removed to an extent sufficient to permit 
the re-establishment of normal world trade. The Fund gives a breathing 
spell for this process. If it is not utilized to accomplish the end result de¬ 
scribed, it will fail. It is based on the assumption that habits of international 
cooperation will be developed if it provides suitable machinery. 

Suggestions for Future Policy.—Government interference must share 
heavily in the blame for the collapse of world trade. No doubt a case can be 
made in defense of each restrictive act, as every step was taken for what ap¬ 
peared at the time to be urgent and valid reasons. Many persons sincerely 
believe that internal economic conditions might have become far more serious 
if international trade had not been sacrificed. There are times when the finest 
physician finds it necessary to prescribe dangerous drugs to save a patient’s 
life. But this defense should not be used to block the return to a more 
efficient world economy. We must attack the problem of trade barriers 
vigorously and promptly. This need not mean a return in the near future 
to the degree of freedom existing in 1914. The technical machinery of na¬ 
tionalistic controls has become so integral a part of the politico-economic 
organization of the modern state that it is difficult to believe this new power 
will be easily and completely surrendered. However, there is no good reason 
why governmental controls need obstruct trade. On the contrary, wise 
policies of control would facilitate it. This will require concerted action by 
the great powers. The United States must lead the way because it emerged 
from war in the strongest economic position. Our policy should be: (i) 
immediate and substantial reduction in our protective tariffs, in return for 
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reciprcx:al action by other countries: (2) complete support of the International 
Monetary Fund; (3) encouragement of international cooperative action for 
controlling the distribution of raw materials; (4) full support for a program 
of restoring industrial production abroad by a wise and liberal extension of 
foreign loans, for without a return to normal economic life in all the nations 
brought near to ruin by war, there is no hope for free and general world 
trade revival. The last of these recommendations will be developed more 
fully in the next chapter. 

This program should begin at home by courageous reorganization of our 
tariff-making procedure, to the end that, whatever the final schedule of rates 
may be, it will reflect the interests of our country as a whole rather than 
those of particular selfish pressure groups. 

Summary 

The relative freedom of trade that prevailed prior to 1914 has been inter¬ 
fered with in the contemporary world by various restrictive controls. These 
lessen geographical division of labor and so reduce the world’s income. 
International trade is an exchange of goods for goods which, if freely per¬ 
mitted, utilizes the resources and capacities of each region most efficiently, 
giving to each the advantages of specialization. Protective tariff duties, by 
freeing domestic producers from foreign competition, encourage the develop¬ 
ment of industries in which we are at a comparative disadvantage, resulting 
in high production costs which force consumers to pay higher prices. 

Many arguments advanced in favor of tariff protection are clearly fal¬ 
lacious. The balance of trade argument, that an excess of exports over im¬ 
ports is “favorable” to a nation (because it is supposed to bring in money), 
ignores the fact that imports are foreigners’ means of paying us for our 
exports, and that in the long run the two must be equal. The home-market 
argument falsely assumes that an additional market for farm products is 
created by tariffs on manufactured goods, overlooking the fact that the home 
market is merely substituted for a foreign market which is lost because of 
our refusal to buy imports with which the foreigners could buy our goods. 
However, there is some validity to the reasoning that a home market may 
be more stable than a foreign one. The high-wages argument falsely assumes, 
that the demand for labor is increased by tariffs, again overlooking the loss 
of foreign demand for our goods, and it ignores the fact that high real wages 
depend on high productivity. High money wages do not necessarily mean 
high labor costs per unit of product. The argument that tariffs increase 
employment again fails to recognize that an additional industry is not created, 
but that one industry is merely substituted for another. 

Valid arguments for protection must admit the economic cost involved 
in reduced real income, but may point to certain allegedly compensating 
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gains. For instance, there is some truth to the claim that free trade may 
result in a country’s specializing its industries too narrowly; tariffs diversify 
industry and so add to stability. There is also some merit to the argument 
that a nation should be self-sufficient, so long as the danger of war exists. 
Protection against dumping is likewise valid in principle, although difficult 
to carry out in practice. If we must protect industries, bounties (subsidies) 
are preferable to tariff duties because they are direct and open. 

State control over foreign trade has increased markedly throughout the 
world since 1929, many new techniques being added to older ones. Quota 
systems limit imports to certain specified amounts, or to certain percentages 
of former quantities. Currency depreciation is used to stimulate exports for 
short periods, which it does because internal price levels do not respond to 
the depreciation as quickly as do foreign exchange rates. Long-period control 
over exports and imports has been accomplished by direct governmental 
restrictions on the purchase and sale of foreign exchange, by regulation of 
exports on the part of countries supplying raw materials to other, highly 
industrialized nations, and by cartel agreements for dividing world markets, 
fixing outputs and prices, or suppressing competition of new firms. 

The struggle for freer trade should begin with a reform of tariff-making 
procedure in this country to reduce the influence of lobbies representing 
special interests. A strong independent tariff commission is needed. Inter¬ 
national cooperation is also necessary. Reciprocity treaties, with “most- 
favored-nation” clauses, are a step in this direction, since their benefits are 
automatically extended to other countries. We should expand our reciprocal 
trade agreements program. The International Monetary Fund, by its ma¬ 
chinery for preventing competitive currency depreciation and protecting 
foreign exchange rates against wide fluctuations, should also help to promote 
increased trade. The United States should assume a position of leadership 
in these matters. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 
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and practice in the field of international trade. For this chapter see especially his 
Tariff History of the United States (eighth edition, 1931), Free Trade, the Tariff, 
and Reciprocity (1924), and Some Aspects of the Tariff Problem (third edition, 
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A number of excellent texts covering the entire field of international trade are 
available. International Economics (1938) by P. T. Ellsworth, is especially strong 
in theory and analytical materials. This work was helpful in writing certain 
paragraphs of the present chapter. Broader in scope is the excellent text by J. P. 
Young, International Trade and Finance (1938). We have relied principally upon 
B. B. Wallace and L. R. Edminster, International Control of Raw Materials 
(1930), for our discussion of that topic. 



CHAPTER XVII 


International Investment, War Debts, and Economic 

Imperialism 


A. Internaiional Investment 

How International Investments Arise.—In the everyday transactions of 
economic life, some people have more money than they feel it necessary to 
spend for their immediate needs. Being thrifty, they save the surplus, which 
thus is made available for investment. There are others who, for one reason 
or another, feel a need for more money than they can command out of their 
own resources. This is especially true of business enterprisers, who see op¬ 
portunities for profitable business ventures if they can obtain sufficient funds 
to finance them. They are willing to share their profits with those who have 
savings, if the latter are willing to invest funds in their enterprises. So, loan 
or investment transactions arise, in which the savers advance funds to the 
enterprisers in exchange for some kind of credit instrument or claim, such 
as stocks, bonds, and mortgages. 

These loans or investments can be for either a short or a long term. 
For instance, a businessman may borrow for thirty, sixty, or ninety days in 
order to finance the purchase of raw materials, or he may float a ten-year 
bond issue to provide durable equipment for a factory. In the case of short¬ 
term loans, the funds are most likely to be provided by a commercial bank. 
In long-term financing, an investment or savings bank may enter into the 
transaction as an intermediary, but the funds really come from the savings 
of the investors who ultimately purchase the securities. 

Now, transactions of this kind can take place across international boun¬ 
daries almost as readily as within a single country. For instance, an American 
oil company can ship oil in tankers to a foreign buyer and accept the buyer’s 
promissory note in lieu of immediate payment. Thus, the oil exporter has 
made a loan to the foreign importer. In this case the loan will most likely 
be for a short term; but there also can be international long-term transac¬ 
tions, as vffien an American investor purchases the ten-year bonds of a foreign 
industrial firm. These transactions can take place in both directions. For 
instance, it is entirely possible for an American firm to be selling goods on 
credit to British buyers at the very time when some British investor is pur¬ 
chasing American securities. Thus, in the normal course of international 
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trade, foreigners accumulate investments in the United States, and Americans 
accumulate investments abroad. Not only do private individuals or corpora¬ 
tions in one country lend to or borrow from those in other countries, but 
there may be international loans between governments. During both world 
wars, for example, the United Stales government made huge loans to its 
European allies to enable them to purchase war goods here. 

In the balance of international payments, these loans and investments 
appear as invisible items, to be counted in with the visible items. If the people 
of one nation (or their government) are generally investing heavily in 
securities or notes in other nations, this gives the borrowers a temporary sup¬ 
ply of exchange on the lending country. The borrowers are likely to use this 
to buy goods in the latter. Then, the lending country will be exporting goods 
to the borrowing country in exchange for credit claims against the latter. 
An excess of commodity exports on the balance sheet of the lender will then 
be offset by its purchases of foreign notes or securites. Thus its export surplus 
becomes the material embodiment of its investments abroad. It is literally 
exporting capital. Conversely, on the balance sheet of the borrowers, an 
excess of commodity imports will be offset by its sales of notes or securities 
to the lending country. It is really buying the goods on credit. So, the capital 
funds transferred from one country to another in the process of international 
investment will usually not take the form of cash but, in most cases, will be 
effected by actual movements of goods. However, if there is a net balance 
that cannot be offset by commodity or service transactions, the difference 
may be paid in gold. 

Debtor and Creditor Positions in Relation to Trade Balances. —If a na¬ 
tion’s total liabilities in its capital account with the rest of the world exceed 
its capital assets (that is, if the sums which have been invested in it by 
foreign nationals or governments exceed the accumulated investments of its 
own people or government abroad), it is said to be a debtor nation. Con¬ 
versely, if its accumulated investments abroad exceed the amount of foreign 
investments in it, it is called a creditor nation. Each of these two categories 
is further split into two subdivisions, making four possible positions, or 
phases, in which a nation can be with respect to its foreign investment ac¬ 
count. These phases are known as the immature debtor, the mature debtor, 
the immature creditor and the mature creditor positions. Let us consider 
each one of these in turn. 

A country which is relatively undeveloped economically, but which has 
potential resources for manufactures, offers a good prospect for profitable 
investment in railroads, factories, and other industrial equipment. However, 
such a country is likely to be too poor to provide for the rapid development 
of these facilities out of the savings of its own people, and therefore will 
probably look to foreign investors for the necessary funds. Foreign capital¬ 
ists may then purchase the securities of its corporations in considerable quan- 
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tities, or the foreigners may organize companies of their own to come into 
the region and exploit its resources. During the nineteenth century much 
British capital flowed into Asia, Africa, South America, and the United 
States in this way. Today American funds are flowing similarly to South 
America, China, and elsewhere. As long as the new investments annually 
flowing into the undeveloped country exceed its outgoing payments to the 
foreign capitalists for interest, dividends, and amortization, the nation is in 
the immature debtor position. It was explained above that the inflow of funds 
will give rise to commodity imports. An immature debtor nation, therefore, 
will usually have a surplus of imports over exports in its merchandise trade 
balance. 

If the investments in the debtor country prove to be profitable, they will 
presently begin to yield interest or dividends, and, as bond issues mature, 
some of the principal will be repayable. This sets up a flow of payments in 
the opposite direction—from the debtor to the creditor nations. At first these 
outgoing payments will not be as great as the annual inflow of new invest¬ 
ment, but in time they will come to exceed it. When this point has been 
reached, the nation becomes a mature debtor. Just as the net inflow of invest¬ 
ment funds previously caused an excess of commodity imports, so the net 
outflow on investment account will now tend to cause a surplus of exports. 
The payments will give the foreigners claims on the debtor country, and 
they will use these claims to buy its goods. The amount of the surplus 
should be approximately equal in value to the net outgoing payments of 
interest, dividends, and maturing loans. 

A wealthy country is more likely to be a lender than a borrower, hence 
it will be a creditor with respect to other countries. In the early stages of its 
career as a creditor, its investments abroad will be the source of outgoing, 
rather than incoming, payments. As long as this continues, it is an immature 
creditor. Such a nation will tend to have an excess of commodity exports 
over imports because (as above explained) the outflow will take the form 
of goods. 

If the investments abroad prove to be profitable, they will sooner or later 
begin to yield a return of interest, dividends, and repayment of principal 
on maturing bonds. This sets up a flow of incoming payments, which in 
time may come to exceed the outflow of new investments abroad. When 
this point has been reached, the nation becomes a mature creditor. Now its 
merchandise trade balance will shift from an excess of exports to a surplus 
of imports. It will be receiving foreign goods as its reward for the aid it 
has previously given toward the development of the debtor countries. 

The fact that this flow of imports, which increases the real income of the 
creditor nation, is the fruit of its past saving and investment, reveals how 
nonsensical is the popular notion that an import balance is an unfavorable 
one. Great Britain for many years was able to maintain its people at a higher 
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standard of living than most other countries, partly by virtue of the goods 
which its debtors were obliged to send to it because of their debt to British 
investors. The debtors had so-called favorable balances because of these 
payments, but the advantage was clearly on the side of Great Britain. The 
debtor countries were giving up part of their product, at the expense of their 
people, to enrich the people of England. 

These four possible positions in a nation’s investment relations with the 
rest of the world are illustrated nicely by the foreign trade history of the 
United States. We began as an immature debtor, back in colonial times. 
Our early factories, and later our railroads, were financed largely by European 
(especially British) capitalists. We used the credits so put at our disposal 
to purchase British manufactured goods, such as textile machinery and rail¬ 
road equipment. During these years our imports exceeded our exports. 
Gradually, as our industries developed, they yielded a good flow of interest 
and dividends to the foreign investors, until, in 1B74, these outgoing payments 
came to exceed the inflow of new investments. In that year we had, for the 
first time, an excess of exports. We had become a mature debtor. We con¬ 
tinued in this position until the First World War. During this conflict our 
European allies were forced to borrow heavily from our government, so that 
our loans abroad now became the dominant element in our investment ac¬ 
count. We had become an immature creditor. This gave us a continued 
excess of exports over imports, because the sums we loaned our allies were 
used to purchase war goods here. After the war, had the Allied nations been 
able to pay us the sums due on these debts, we would have become a mature 
creditor, but conditions compelled them to default. Meanwhile, during the 
interwar period our industrialists sold large quantities of goods to foreign 
buyers on short-term credit, so that we were continuing to make heavy in¬ 
vestments abroad. In the Second World War our government made further 
loans, in greater volume than ever, and after the war further credits were 
extended for relief and reconstruction in Europe. Thus we have remained 
an immature creditor, and as a result, have continued to have an export 
surplus. If we could ever receive interest and even part of the principal on 
all these loans, we would be a mature creditor, and our trade balance would 
change to a surplus of imports. 

To summarize: An immature debtor nation is one whose annual sales of 
securities and notes abroad exceeds its annual payments of interest, dividends, 
and maturing loans. It tends to have an import merchandise trade balance. 
A mature debtor nation is one whose outgoing payments of interest, divi¬ 
dends, and maturing loans exceed its annual sales abroad of securities and 
notes. It tends to have an excess of commodity exports. An immature 
creditor nation is one whose annual purchases of foreign securities and notes 
exceed its receipts of interest, dividends, and principal from previous foreign 
investments. It tends to have an excess of commodity exports. A mature 
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creditor nation is one whose receipts of interest, dividends, and principal 
from past foreign investments exceeds its new purchases of foreign securities 
and notes. It tends to have an excess of commodity imports. 

The Mechanism of Adjustment*—The process by which trade balances 
are actually altered through foreign investment transactions can be under¬ 
stood most easily by tracing the effects of a new loan. To simplify the ex¬ 
planation, let us assume that exports from the United States to England 
just balance imports, and let us further assume that these two countries trade 
only with each other. Suppose now that English business interests float a 
large bond issue in the United States. According to the principles just ex¬ 
plained, the United States would then become an immature creditor nation, 
and should develop a so-called favorable balahce of trade; that is, it should 
export more commodities than it imports. How will this condition be 
brought about? 

If the British bonds are offered for sale in the American market, buyers 
in this country will pay for them in dollars, by drawing checks against their 
bank accounts to the order of the sellers. This will give the English corpora¬ 
tions that issued the securities deposits here against which they can draw. 
So, a supply of United States exchange will become available in England. 
If Americans seek to buy the securities in the English market, they will have 
to purchase English exchange in order to make payment in pounds. So, 
there will be either an increase in the supply of United States exchange in 
England, or an increase in the demand for English exchange in this country, 
or both. This will cause American exchange to fall to a discount and English 
exchange to rise to a premium. Now these changing rates of exchange will 
have the effect of stimulating exports from the United States and discourag¬ 
ing imports into the United States. This will be true because the pound, 
being at a premium, will exchange for more dollars than previously. English¬ 
men will find that pounds will temporarily buy more in the United States, 
and Americans will find that their dollars will temporarily purchase less in 
England. Under paper money standards, these effects would be pronounced 
enough to bring about the necessary adjustment of trade. Goods would move 
from the United States in sufficient amount to balance the investments. We 
would have a surplus of exports just equal to our purchases of British secur¬ 
ities. 

If the two countries had automatic gold standard monetary systems, the 
mechanisms would be somewhat different, although the end result would 
be the same. With gold standards in effect, exchange rates do not fluctuate 
very widely. Before they can move very far, gold movements occur. The 
premium on the pound would induce the exportation of gold from the 
United States, This would lower the price level in the United States and 
raise the price level in England, making England a poor place for Americans 
to buy, but making the United States a good place for Englishmen to buy. 
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These changes would have a tendency to stimulate exports from the United 
States and reduce imports into it, and there would develop an excess of ex- 
ports over imports. The “favorable” trade balance which is necessary would 
become established. So, if we look behind the technical mechanism of ex¬ 
change, we find that Americans have been exporting larger quantities of 
goods in exchange for foreign securities. 

The adjustment of trade balances to investment transactions does not 
always take place in just the manner above described. Sometimes the move¬ 
ment of goods arises directly out of loan transactions, without changes in 
exchange rates or price levels. For instance, a Chinese railroad corporation 
may offer bonds for sale in the United States for the special purpose of 
buying locomotives here. When the securities are sold, the dollars received 
will be used at once to pay for the locomotives, and the latter will be exported 
from this country as a direct result of American investments in the bonds. 
In like manner, during both world wars our government made huge loans 
to its European allies for the express purpose of enabling them to buy war 
goods from American manufacturers. Great quantities of exports to Europe 
followed. 

The normal mechanism of adjustment may be interfered with by the 
various restrictions on foreign exchange dealings and the other barriers to 
trade described in the preceding chapter. Also, long-run adjustments may be 
distorted or delayed by short-run influences of an extraordinary, and some¬ 
times erratic, kind. We have already referred to the position of the United 
States after the First World War. Our loans to our allies during this conflict 
were so large that, had we been paid the interest due us, we would have been 
in a mature creditor position, and would have developed an import trade 
balance; but the debtors were unable to pay, hence this result did not occur. 
Meanwhile, our manufacturers were selling large quantities of goods to 
European buyers on short-term credit (because the buyers were unable to 
pay for them), so that we continued to have a great excess of exports. Again, 
in this same period, political and economic conditions in Europe were so 
disturbed that people of means over there, fearful that their wealth would 
be lost by financial upheaval or political revolution, turned many of their 
assets into cash and made frantic efforts to transfer their funds to the United 
States, where they felt the money would be safe. This “flight of capital” (as 
it is called), if long continued, would tend to produce a flow of imports into 
this country, but it would take a considerable time to bring such a result 
about. The movement was too sporadic and short-lived to accomplish such 
a result in the interwar period; besides, Europe’s industry had not recovered 
sufficiently to provide a large flow of exports, and our tariff policy tended 
to prevent imports into this country. The offsetting factors of relief payments 
from the United States to Europe, and the extension of short-term credits 
just referred to, helped to balance the accounts without the necessity of 
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imports. Therefore, the results that might have been expected did not occur. 
Yet another factor that complicates the process of adjustment is the operations 
of international bankers and foreign exchange speculators. These business^ 
men 'watch closely the movements of interest and foreign exchange rates in 
the financial capitals of the world, and are quick to transfer their funds from 
one country to another (by purchase or sales of foreign bills of exchange) 
whenever they see an opportunity to profit by so doing. Since these opera¬ 
tions are temporary and shifting, they change too rapidly to produce perma¬ 
nent adjustments and may, for a time, run counter to the deeper underlying 
forces of the foreign investment market. 

All these influences obscure the effects of long-run adjustments, but do 
not necessarily destroy them. Underneath the superficial fluctuations of the 
short-time money market, the more fundamental forces of long-term invest¬ 
ments and commodity movements are at work. If these are of sufficient 
magnitude and permanence, they must make themselves felt sooner or later, 
but the picture at a given moment is a composite of short-run and long-run 
influences that is difficult to unscramble. 

The Foreign Investment Position of the United States.—Just before 
the First World War, foreign holdings of American securities had reached 
a total estimated at $5,500,000,000, which necessitated payments of interest 
and dividends to foreign investors on the part of American enterprises 
amounting to about $275,000,000 annually. American investments in foreign 
securities amounted to approximately $1,500,000,000, on which interest and 
dividends receivable were only $75,000,000. We therefore had to pay a net 
balance of about $200,000,000 in interest and dividends. We were a mature 
debtor nation. During the war, heavy demands were made on American 
industry for war munitions and other war supplies. Exports expanded by 
leaps and bounds. Between 1914 and 1919 the excess of exports over imports 
had reached a total of over $15,000,000,000. This huge export balance was 
not paid for by Europe in cash or goods. It was financed partly by the resale 
in this country of United States securities formerly held in Europe, and 
partly by new loans floated in the United States. These transactions put us 
suddenly in an immature creditor position. Some of the loans were marketed 
privately by banking institutions, but the bulk of them were direct loans 
made by the United States government to its allies. These government 
loans, totalling over ten billion dollars, were placed to the credit of the various 
borrowing nations and were drawn upon gradually by them for the purpose 
of purchasing supplies in the United States. So we actually loaned, not 
money, but commodities. Like any other immature creditor, we had a sur¬ 
plus of merchandise exports. Our government obtained the necessary funds 
to make the loans by the sale of Liberty Loan bonds to American citizens. 
We shall learn below that this intergovernmental indebtedness was (with 
minor exceptions) never repaid. It remains in default at present writing. 
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In the decade of the nineteen twenties, private foreign investments by 
American citizens increased at an astonishing rate. These investments would 
have sufficed to make us a creditor nation, even without the intergovern¬ 
mental war debts. By the end of 1930 the net credit balance, war debts ex¬ 
cluded, totaled $8,800,000,000. Three years later, in 1933, the all time high 
in our creditor status was reached, at $9,500,000,000. During the depression 
years of the nineteen thirties the net credit balance declined. This down¬ 
ward trend is worthy of serious study, for such study will correct many 
widely held misconceptions. 

In the accompanying table, observe that our net credit balance fell from 
the high point given above to a low of only $1,486,000,000 in 1940, approxi¬ 
mately 15.5 per cent of the 1933 figure. Then note the steady, sharp rise in the 

The Foreign Investment Position of the United States, 1934 to 1940 
(In Millions of Dollars) 



1934^ 

1938=^ 

19392 

19402 

U. S. Investments in F'oreign Countries 

Long Term 

12,296 

i 

11,070 i 

10,895 

10,771 

Short Term 

U234 

689 

595 

410 

Total 


H.759 

11,490 

11,181 

Foreign Investments in the U. S, 

Long Term 

4.943 

6,470 

6,290 

5.717 

Short Term 

679 

2,231 

3,296 

3.978 

Total 

5,622 

8,701 

9,586 

9.695 

Net Creditor Position of U. S. 

7,908 

3.059 

1,904 

1,486 


total of short-term foreign investments in the United States. This represents 
the “flight of capital” which was mentioned above. It took the form of bank 
balances established here, through the purchase of American bills of ex¬ 
change, by worried foreigners. The decline of United States short-term 
foreign investments in this period was due to similar factors. Americans did 
not want to hold funds in Europe because of the disturbed conditions. It is 
clear from these data that the extent of the creditor position of the United 
States has been greatly exaggerated. 

This conclusion also holds for our investment position at the close of the 
Second World War. An estimate as of December 31, 1945, indicated that 
(omitting lend-lease contracts) the United States at that time was a net 

^Data from The Balance of International Payments of the U. S. in 1939, United States De¬ 
partment of Commerce, Economic Series No. 8 (1940). 

“Data from The Balance of International Payments of the U. S. in 1940, United States De¬ 
partment of Commerce, Economic Series No, 17 (1941), 
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creditor on long-term account by over five billion dollars, but a net debtor 
on short-term account by over seven billions. Combining the two, it appears 
that we were a debtor nation to the extent of two billion dollars.^ These 
figures came as a great shock to many who had believed we were in a strong 
creditor position. New foreign loans by the United States government, 
authorized and projected, will reverse this situation drastically, but it is im¬ 
portant for us to realize that the new loan structure was not added to a top- 
heavy net credit balance. Therefore, the possibilities and consequences to be 
anticipated in the decade following 1945 can be faced with greater confidence 
in the ability of the trade balance to stand the strain. 

B. Issues and Policies of International Government Finance 

The Transfer Problem.—The ability of a nation to make a new invest¬ 
ment in, or repay a debt to, a foreign country is not simply a matter of having 
a sufficiently large national income and being willing to remit. It is a matter 
of having the means by which payments can be made. There are only three 
such means. Either the payment must be made in gold, or by the exportation 
of commodities, or by the performance of services (such as carrying freight 
or entertaining tourists). Payments in gold, even in gold standard days, 
were always more or less limited by the fact that each country needed to keep 
a considerable stock of gold in its monetary reserves if monetary stability 
was to be preserved; therefore, it was not considered sound practice to allow 
too much gold to leave a country. Such payment is much more limited 
today by the fact that, under the exigencies of two world wars, a large 
proportion of the world’s gold stocks were perforce sent to the United States, 
in payment for urgently needed goods, and are now held here. This has 
resulted in a situation where we could make large payments of gold to other 
nations if necessary, but they cannot pay much more gold to us. The method 
of gold payments has become a one-way street. Consequently, if other 
countries are henceforth to make new investments abroad, or pay out interest, 
dividends, and maturing principal, they can pay only in commodities or 
services. To do this, they must somehow build up an excess of exports over 
imports. Conversely, any country that wishes to borrow, or to receive inter¬ 
est, dividends, etc., on its past investments abroad, must adjust its economy 
to a so-called unfavorable trade balance—its imports must exceed its exports. 

A marked change in a nation’s trade balance is a very serious matter, 
for it disturbs the relative positions of its major industries and economic 
classes. Some of these will be profitably stimulated, while others, subjected 
to the competition of imports from abroad, may be injured. Political reper¬ 
cussions are certain to follow. For these reasons the settlement of a large 

^Eighth Report of United States Congressional Committee on Postwar Economic Policy and 
Planning, February, 1946, Part 2. 
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foreign debt or the payment of war reparations usually proves to be an 
extremely delicate and difficult task. The problems of settling war debts 
owed to the United States following the First World War, and the payment 
of German reparations to the victorious Allied Powers, furnish excellent 
historical demonstrations of the issues and difficulties involved. 

Debt Settlement Problems after the First World War.—At the close of 
hostilities in 1918, our government held demand notes, signed by the official 
representatives of the debtor countries, amounting to more than ten billion 
dollars. The settlement of these obligations was a two-sided problem. Since 
a large part of the world’s gold stocks had already been transferred to the 
United States, as above explained, the European debtors could not pay us 
in gold. If they were to pay us at all, it would have to be in goods. This 
would have meant that we would have had to receive a volume of imports 
so large as to overturn our long-established export trade balance. This could 
have been accomplished either by increasing imports much more rapidly 
than exports, or by reducing exports drastically, or by reducing exports 
slightly and increasing imports sharply. In any case, it would have required 
a complete reversal in our traditional tariff policy because it would have been 
necessary to lower tariff rates to permit the inflow of imports. If we were 
not willing to do this, we were faced with the distasteful alternative of giving 
up all prospect of collecting the sums due us. The debts would have to be 
cancelled, in whole or in part. 

The merits of these alternatives were hotly debated. In favor of cancella¬ 
tion, it was argued that the sums loaned the Allies should be considered the 
American contribution toward winning the war. By financing the supplies 
of our allies we shortened the war and were spared the necessity of placing 
a large army in the field to win victory at heavy cost in American lives. 
Protectionists argued that our own self-interest necessitated cancellation, for 
they believed the effect of a heavy inflow of foreign goods would be dis¬ 
astrous to American industry. It was said that the debtor nations were in 
approximately the same stage of economic development as the United States 
and, therefore, that the goods that would be exported to us would enter into 
direct competition with established American industries. The products we 
supplied during the war were cannons, shells, powder, wheat, and the like, 
but the products we would receive in repayment would be textiles, cutlery, 
machinery, and similar manufactured goods. This would be very hard on 
domestic industries engaged in making these products. Finally, practically 
all economists who studied the problem, whether they were American, 
English, French, or German, agreed that it was very doubtful whether the 
loans could be repaid in any event, even if the debtors made every conceiv¬ 
able attempt at payment and the creditors extended every opportunity for 
accepting it. The shifts required in international trade balances were believed 
to be too great for settlement in full. 
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A Solution Dictated by Necessity. —In spite of these arguments, the 
avowed attitude of our government was that the war debts of our allies 
should be repaid. However, it was apparent at the close of hostilities that the 
debtor nations could not make payment in conformity with the original 
terms of the loans. All parties agreed that some adjustments in the original 
terms were neceSsSary to facilitate repayment. Accordingly, thirteen agree¬ 
ments for the funding of the debts were negotiated between May i, 1925, and 
May 3, 1926, by the World War Foreign Debt Commission, acting under 
special congressional authority. Other agreements were negotiated subse¬ 
quently by the Secretary of the Treasury. In writing the new agreements, 
the commission took into consideration the capacity of each debtor to pay. 
In most cases the principal sum was not changed, but the interest rates were 
materially reduced. The original loans were at five per cent interest, but 
under the agreements this was reduced to a general average of approximately 
two per cent. Payments were to be spread over a perkxl of sixty-two years. 
Since little had been paid, either to the account of principal or interest, 
it was necessary to fund accumulated interest along with the principal. 

Events of the years that followed vindicated the position taken by those 
who advocated a lenient debt policy. Payments received by the United States 
were not large enough to cover accumulated and accumulating interest.^ 
In other words, the net total indebtedness increased rather than decreased. 
The Hoover Debt Moratorium gave relief for one year, but when the agree¬ 
ment terminated on June 30, 1932, several debtor governments gave notice 
of their intention to postpone payment in whole or in part. Only six coun¬ 
tries made the payments due on December 15, 1932. A concerted movement 
then developed abroad demanding general revision. In the interim President 
Roosevelt accepted “token” payments of ten per cent. The Johnson Act, in 
April 1934, forced the issue by prohibiting the granting of new loans to any 
foreign government which was in default of its obligations to the United 
States government. On June 15, 1934, all of the debtors were in complete 
default, with the exception of Finland, which country paid in full. This 
unfortunate condition continued through 1946. The cold realities of the 
economic adjustments necessary to achieve large transfer payments proved 
too burdensome to be accepted, irrespective of established government 
policies. 

The Reparations Transfer Problem of the First World War. —The history 
of the Allied efforts to obtain reparations payments from Germany after the 
First World War gives us another illustration of the difficulties of transferring 
extraordinary sums from one country to another. It should be carefully 
analyzed by all who would presume to advise on international capital move¬ 
ments. 

*By November 1937, the payments received totaled $2,736,251,265, but the total debt had 
increased to $12,796,196,128. 
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When Germany laid down her arms at the signing of the armistice 
in 1918, she agreed to pay for all damage done by her armies to civilian 
populations and civilian property. A Reparations Commission, in 1921, fixed 
the amount that Germany should pay at 132,000,000,000 gold marks. Interest 
and sinking fund charges on such a sum would amount to nearly 
$1,900,000,000 annually. We have already seen that payments by one country 
to another can be made normally only by means of an excess of exports over 
imports. In order to pay reparations, the German government would have 
to secure drafts on foreign countries. These drafts would normally not exist 
unless goods had been exported from Germany to other countries, giving rise 
to claims of German exporters on foreign importers. Economists believed, 
from the time of the announcement of the sum agreed upon as Germany’s 
obligation to the victorious Allies, that it would be impossible for Germany 
to meet the obligation. Even if German internal economic conditions were 
such as to make it possible for the government to obtain control over wealth 
within Germany sufficiently large to meet payments, it would be impossible 
to transform that wealth into a form that could be used to make payments 
abroad. Not only was the sum demanded enormous, but the ability of Ger¬ 
many to pay had been impaired by the war. She had lost some of her most 
valuable territory, had been forced to give up her merchant marine, and 
was faced with economic trade barriers all over Europe. At one time Ger¬ 
many offered to rebuild part of northern France by bringing in German 
labor and German materials, avoiding thereby the difficulty of making pay¬ 
ments through trade channels, but French businessmen protested so strongly 
that this method of meeting her obligations was abandoned. Attempts to 
increase German exports were strenuously resisted in the Allied countries. 
Some payments were made by resorting to the very questionable device of 
inflating the currency. The German government printed large issues of paper 
marks and gullible investors throughout the world (but especially in the 
United States) purchased them as a speculation. This gave Germany a 
supply of exchange on foreign countries with which to make payments. The 
amount of these foreign purchases of German paper money roughly equalled 
the actual payments made by the Germans to the Allied Reparations Com¬ 
mission up to 1925. The speculators in this money lost all they put in, for 
the mark depreciated until it became almost worthless. Germany was forced 
to default its payments time and time again. 

As it became increasingly evident that it was impossible to collect the 
claims against Germany, there followed a series of actions among the Allies 
in which the amount of the reparations was successively reduced. There 
was the Dawes plan (adopted in 1924), which arranged for a gradually in¬ 
creasing scale of payments, based on the anticipated economic recovery of 
Germany; the Young Plan (1929), which fixed a series of annual payments 
of specified amounts to be continued over a fifty-nine year period; the Hoover 
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Debt Moratorium (1931), which, under the threat of an imminent world 
financial collapse, provided for a general suspension of intergovernmental 
debt and reparations payments for a period of one year; and finally, the 
Lausanne Settlement of 1932, which abandoned the annual payments called 
for under the Young Plan, and provided for Germany to meet its reparations 
debt by delivering three billion marks of German government bonds to the 
Bank for International Settlements (which had been created under the 
Young Plan). It was then up to the bank to sell these bonds in the creditor 
countries if it could. We need not go into the details of these efforts to 
accomplish the impossible. It is enough to say that the Lausanne Settlement 
practically liquidated the reparations. The entrance of Hitler into the Ger¬ 
man political scene shortly thereafter completed the work. The reparations 
were never paid in very large amounts, and never will be. The whole matter 
has been completely superseded by the somewhat different reparations prob¬ 
lem which arose after the Second World War. This will be explained below. 

The Lend-Lease Program.—With the outbreak of the Second World War, 
the United States again felt it necessary to help the powers which were 
fighting against Germany, even though we were not at first direct partici¬ 
pants in the conflict. The question then arose, would our aid take the form 
of definite loans, which the borrowing nations would be committed to repay? 
Or should it be in the nature of gifts donated in the interest of our own 
security? If the aid took the form of loans, it would create, after the war, 
the same sort of vexatious situation that followed in the wake of the First 
World War. On the other hand, there was too much opposition in this 
country to permit our advances to be made as outright gifts. The result was a 
compromise, in the elastic Lend-Lease Act of 1941. This law authorized the 
President to “sell, transfer title to, exchange, lease, lend, or otherwise dispose 
of” any “defense article,” within certain limitations, “to the government 
of any country whose defense he deems vital to the defense of the United 
States.” The method of final settlement was intentionally left very vague. 
The terms and conditions for granting aid were to be prescribed by the 
President, and “the benefit to the United States may be payment or repay¬ 
ment in kind or property, or any direct or indirect benefit which the Presi¬ 
dent deems satisfactory.” ^ 

The Office of Lend-Lease Administration was established to put this law 
into effect. Thereupon we began to advance supplies to Great Britain and 
its allies in large quantities. By the time operations were brought to an end 
in September 1946, over-all lend-lease deliveries had amounted to more than 
50 billion dollars. Since foreign government advances of supplies to our 
military forces abroad (reverse lend-lease) totalled about 10 billion dollars, 
the net sum due on the lend-lease account was approximately 40 billions. 

* The quotations arc from an excellent article by Eugene Staley, entitled “The Economic Im¬ 
plications of Lend-Lease,** in The American Economic Review Supplement, March, 1943, p. 362. 
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This legislation was an ingenious attempt to profit by the unhappy ex¬ 
perience with debt settlements following the First World War. The United 
States was to lend, not dollars, but planes, tanks, military trucks, food, ship¬ 
ping services, and the like. Repayment could be made by the return of 
- articles unused, replacement of goods consumed during the war, or other 
benefits, such as cash payments or political concessions. These provisions 
were general enough to circumvent the nesessity of a final money settlement 
on a strict creditor-debtor basis. They left the door open for writing off the 
entire allied obligation by a thinly disguised settlement agreement. 

The Settlement of Lend-Lease Accounts.—The pattern for final settle¬ 
ment was set in a postwar loan agreement with Great Britain in December, 
1945. The primary purpose of this agreement was the extension of a loan 
of $3,750,000,000 to Great Britain to assist that nation in the conversion of 
her economy from the drastic dislocations of the war to the requirements 
of peace. But the agreement also included provision for the cancellation 
of the 25 billion dollar British lend-lease obligation. Great Britain agreed to 
pay $650,000,000 for surplus war property and lend-lease deliveries made by 
the United States after V-J Day, but that sum was merely added to the new 
credit granted, raising the gross total of the new loan to $4,400,000,000. Thus 
Great Britain was freed of her lend-lease commitments. How well we have 
learned our lesson in international economics is demonstrated by the pro¬ 
visions for repayment of the new loan. It was agreed that repayment be 
spread over a period of fifty years, starting December 31, 1951; but if in any 
year Great Britain experiences serious difficulties in maintaining the inter¬ 
national balance of payments, interest can be waived for that year. Once 
more a door was left open for a quiet process of future cancellations, should 
that policy be deemed to the best national interests of the signatory parties. 

In December, 1946, President Truman announced, in The Twenty-Third 
Lend-Lease Report, that settlement agreements had been completed covering 
over 70 per cent of all lend-lease shipments. These agreements provide for 
cash payments of over one billion dollars to be spread over a period of years, 
covering the cost of material still in process or under contract, and the cancel¬ 
lation of all remaining commitments after crediting reverse lend-lease aid and 
cash payments made for supplies delivered since V-J Day. The President 
justified this generous treatment by the authority of Article VII of the lend- 
lease law, which provided that at settlement the “terms and conditions 
thereof shall be such as not to burden commerce between two countries, but 
to provide for mutually advantageous economic relations between them and 
the betterment of world-wide economic relations.” 

The foresight used in formulating the Lend-Lease Act, and the many 
subsidiary agreements under its authorization, appear to have prevented a 
recurrence of the bitter war debt controversy that was the aftermath of the 
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previous war. The stage is clear for an intelligent policy of postwar inter¬ 
national economic rehabilitation. 

Reparations After the Second World War.—It is not entirely clear what 
final arrangements will be made concerning reparations to be exacted from 
the defeated Axis nations. This is due partly to disagreements between the 
U.S.S.R. and the other Allied powers. However, the influence of the United 
States has been thrown against repeating the mistakes of the First World 
War. Our government has supported a policy of moderate reparations to 
be levied against the defeated countries, so that the amounts to be collected 
will be well within their capacity to pay, and it has n nounced any claims 
for itself. Also there is a disposition on the part of all concerned for the 
reparations to be paid in g(X)ds rather than in money, so as to avoid the 
difficult transfer problem. The Soviet Union has gone so far as to hold 
millions of German prisoners of war at forced labor, reconstructing de¬ 
vastated areas, and to dismantle and ship to Russia much German manufac¬ 
turing equipment. These are regarded as equivalent to reparation payments. 
Likewise, Japan has been forced to give up much industrial equipment to 
China, to help the latter country recover from war damage. In addition to 
these things, the vanquished nations are also being obligated to ship certain 
goods on reparations account. Although these methods of handling repara¬ 
tions will forestall some of the difficulties formerly experienced, there is a 
danger that they may be carried to the point where they will impoverish 
the Axis nations. This will not contribute to world j:>eace which, if it is to be 
permanent, must be built on a foundation of mutual prosperity. 

The International Bank For Reconstruction and Development.—In the 
last chapter it was explained that, after the Second World War, two new 
international economic institutions were created for the promotion of mone¬ 
tary stability and world trade and reconstruction. These are the Interna¬ 
tional Monetary Fund and the International Bank for Reconstruction and 
Development. Both organizations are designed to build a healthy postwar 
world economy. The fundamcjital objectives of the Fund are to prevent the 
growth of new restrictive nationalistic trade controls, encourage the reduction 
of existing trade barriers, and promote exchange rate stability, in an orderly, 
cooperative manner. The Bank is intended to extend this cooperation into 
the area of international long-term credit operations. Short-term lending can 
be supplied by the Fund, in supporting stability of exchange rates, but the 
more basic problems, relating to the rehabilitation of war dislocated econ¬ 
omies, have been assigned to the Bank. The primary function of the Bank, 
therefore, is to provide funds urgently needed to rebuild the productive 
power of the borrowing countries. It is not intended that the Bank shall 
take the place of private investment; rather it is expected to encourage, sup¬ 
port, and supplement the private investment market by providing capital for 
borrowers who would otherwise be unable to obtain the needed assistance 
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under reasonable borrowing stipulations. This is to be accomplished by two 
different types of operations: the granting of direct loans out of the resources 
of the Bank or from funds borrowed in the open market, and the guarantee¬ 
ing of interest and principal on loans made by private investors. It is hoped 
that the guarantee method will be the usual form of Bank operation. 

The authorized capital of the new institution at the start was set at ten 
billion dollars, to be contributed by the member nations in approximately 
the same quotas as those agreed upon for the International Monetary Fund. 
Twenty per cent of this capital was collected at the start and the remaining 
eighty per cent is subject to future calls. Since the direct loans of the Bank 
are limited to twenty per cent of the Bank’s resources, it is expected that the 
other eighty per cent will be subject to call only in the event that defaults of 
guaranteed loans necessitate raising additional funds. The Bank is expected 
to examine each loan with care and guard against wasteful use of its re¬ 
sources. Loans and guarantees are to be restricted to specific projects of re¬ 
construction and economic development, after careful study of both the 
degree of need and the capacity to repay when the maturity date arrives. 
Borrowers are to understand that the loans are to be repaid. Since the risk 
is shared by all the member countries, there is every incentive to operate the 
Bank efficiently. 

The potential power of the Bank for constructive aid and leadership in 
restoring world productivity is a great challenge to the officials and the 
member countries of the new venture in international cooperation. Every 
thoughtful citizen should give his sincere support. The reduction of world 
trade that preceded the Second World War must be checked and the trend 
reversed. The sensible method of attacking the problems is to remove the 
pressure upon individual countries striving to protect and rebuild their in¬ 
ternal economies. The Fund and the Bank supply the nations of the world 
with the tools necessary for the task ahead. 

The Role of the United States. —Why do intergovernment loans, or guar¬ 
antee of loans, ever take place, in the absence of the profit motive which 
gives rise to private investment? The reasons are both political and economic. 
Political motives are all too well understood. A loan can strengthen the 
military position of an ally to combat a common enemy. A nation may seek 
to purchase political power in the questionable field of world politics. War, 
or the threat of war, will bring these motives to the surface. 

The economic motives for loans by one government to another center in 
the desire for larger foreign markets, high levels of national income, and 
full employment. These motives were much in evidence in the United States 
at the close of the Second World War. Our short-run national interest ap¬ 
peared to require buyers for an exportable surplus of goods if the transition 
to peace was to be made without a serious reduction in employment. Those 
taking a longer view were desirous of promoting a healthy world economy 
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as a basis for establishing international peace and national security. The 
national interests of prospective borrowing countries coincided with the 
American situation. These countries were in urgent need of equipment, 
materials, and foodstuffs, and it was inevitable that they would come to 
American markets for the major portion of these. The United States met 
the challenge with an extensive lending program. The total of loans author¬ 
ized in 1946 exceeded 15 billion dollars. This included commitments to the 
International Monetary Fund and the World Bank of almost 7 billion dol¬ 
lars, unused credits of the Export-Import Bank exceeding 3.5 billion dollars, 
the loan of 4.4 billion dollars to Great Britain, and other miscellaneous pro¬ 
jected special credits to a number of countries. Even with a complete can¬ 
cellation of lend-lease accounts, the United States has embarked upon a pro¬ 
gram that will again establish it as the major creditor nation of the world. 
There is grave danger that all the troublesome issues of American past ex¬ 
perience as a creditor nation may once more plague us. It is, therefore, im¬ 
portant for our national interests that the new international financial struc¬ 
ture function efficiently and successfully. Active leadership and responsibility 
on the part of the United States cannot be avoided. 

Many pitfalls are ahead. Not the least of these is the problem of establish¬ 
ing a working arrangement between the relatively free economies and the 
controlled economies of U.S.S.R. and the smaller nations within her orbit 
of special interest. International cooperation holds out the only hope for 
avoiding a world of disastrous competitive nationalistic economies. The self- 
interest of Great Britain is equally involved. Great Britain lives by foreign 
trade, importing materials and food, and exporting chiefly manufactured 
products. This trade was demolished when the British Isles became a supply 
and training base for the Allied military forces. Lend-lease and the contribu¬ 
tions of the empire maintained the British economy during the long war 
years. Now the rebuilding of British production and a normal flow of ex¬ 
ports and imports depends upon the securing of American products financed 
directly or indirectly with American credit. Perhaps mutual self-interest may 
furnish the needed incentive for an intelligent policy for the solution of in¬ 
ternational economic problems. 

C. Economic Imperialism 

The Economic Background of Imperialism. —As a result of their invest¬ 
ments abroad, the citizens of a wealthy nation may come to hold a large 
property stake in foreign countries. If unstable political conditions or hostile 
policies should develop in those countries, these holdings would be in danger. 
This leads the capitalists in the investing nation to bring pressure on their 
government to protect their foreign interests. As a result of this pressure, 
the government of the investing nation is likely to seek some form of politi- 
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cal domination over the other countries. As investing nations are usually 
rich and powerful, while the countries in which the investments have been 
made are likely to be relatively poor and weak, such domination is usually 
possible. From diplomatic pressure to protect foreign investments it is an 
easy step to more complete forms of political control, such as the establish¬ 
ment of protectorates and the outright annexation of territories. In this way 
empires are created. The causal secjuence runs from economic penetration 
by investment, to domination, to empire building. The spreading of empires 
in this way is known as economic imperialsm. 

This is not to say that economic factors are the sole cause of empire 
building. Other forces are at work in the same direction. Military consid¬ 
erations may be among these. This is illustrated by British acquisition of 
territory along the route to India. Once India had been accjuired, the danger 
that communication between it and Great Britain might be cut off by 
hostile powers led to the acquisition of Egypt and control of the Suez Canal. 
Each extension of territory seems to make it necessary to acquire more in 
order to protect the first. But economic factors may have been responsible 
for the initial expansion. Wars may also lead to the unanticipated acquisi¬ 
tion of territory. We did not seek to acquire the Philippines, but they fell 
into our hands as a result of the Spanish-American War. There are also 
alleged to be moral reasons for the spread of imperialism. These are epit¬ 
omized in the phrase “the white man’s burden.” The idea is that the people 
of western Europe and North America are innately superior to those of Asia 
and Africa, and that therefore we should take over Asiatic and African 
territory, and so carry our culture to them for their own good. Propaganda 
along this line has been very effective in winning support for imperialistic 
policies, but it is rather more of an excuse than a justification. The treatment 
of native populations by their white conquerors has hardly borne out the 
claims of those who urge the “white man’s burden” philosophy. It has been 
one of the blackest pages in human history. Sentimental motives have also 
played a part in imperialism. The glories of conquest, adventure, and war, 
and the prestige of owning vast colonies^—these appeal to feelings of patri¬ 
otism. The saying “The sun never sets on the British flag” makes many a 
Briton’s heart swell with pride. Mussolini used similar motives effectively in 
persuading the Italian people to follow his lead in African expansion. 

Nevertheless, the basic cause of imperialism has been the desire for eco¬ 
nomic gain. Japan sought to justify her aggressions in China prior to the 
Second World War as essential for her industrial survival. Hitler sought 
to extend the German Empire southward and eastward, partly as an outlet 
for population pressure, and partly to make an economically self-sufficient 
political unit that would not be dependent for economic necessities on any 
other part of the world. Both Hitler and Mussolini stated their economic 
reasons for annexing territory very frankly, and English statesmen have also 
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acknowledged the dominance of economic motives in their colonial expan¬ 
sion. The British Colonial Secretary Joseph Chamberlain declared that his 
colonial policy was guided by the principle that new markets should be 
created and old ones effectively developed. Commerce, he said, is the greatest 
of all political interests. 

How Imperialism Spreads.—Governments rarely decide deliberately to 
engage in imperialistic activity. The process is far more subtle and gradual. 
Business enterp^risers, observing [possibilities for large profit by penetrating 
new undeveloped areas, establish the first contacts. As time passes, the 
subjugation of the native rulers, in order to guarantee peace and protect the 
investments to be made, brings about the assumption of governmental powers 
by business interests. In the early days of colonial expansion, European gov¬ 
ernments went so far as to extend rights of government to private corpora¬ 
tions; but, later, serious conflicts with natives, and with enterprisers from 
other nations, drew the home governments into the situation and necessi¬ 
tated the assumption of responsible political control. 

In Africa each step led to another, until the final result was the carving 
out of possessions and the establishment of empires. Once a small foot¬ 
hold was obtained, further additions were made in order to make the first 
occupation effective, and also in the name of explorations and scientific ex¬ 
peditions. Freciuently loans were made to the local rulers, and the home 
government stepped in later to enforce the collection of the obligation. 
French and British encroachments in Asia, which led to the setting up of 
French Indo-China and the British colony of Hong Kong, and later the 
Japanese acquisition of Manchuria, followed a similar pattern. Businessmen 
penetrated China economically, and invested much capital in that country. 
Then treaties were imposed on China which gave the investing countries 
special trade privileges and control over financial arrangements, especially 
the collection of customs duties. Finally, when China refused still further 
concessions to Japan, the latter proceeded with a full-scale military invasion. 

The Results of Imperialism.—The immediate gains of imperialistic policy 
quite obviously go to the individuals who own the business enterprises 
that engage in economic activity in the outlying sections of the empire. 
Trade is carried on, in all but rare cases, by private individuals rather than 
by governments. To justify his position, the imperialist must prove that the 
gain not only accrues to business enterprisers as individuals, but also that 
in the end the well-being of the nation as a whole is increased. To justify 
governmental action involving heavy drains on the public treasury, heavy 
loss of lives, the defending of possessions, the risk of war with other nations, 
and the ruthless suppression of native rights, an increase in social welfare 
must be clearly proved. 

Unfortunately, when it is judged by this standard, the policy of imperial¬ 
ism has unquestionably been a failure. The primary defense, that of building 
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up trade, has proven chiefly an illusion. The volume of foreign trade with 
the outlying possessions has fallen far below anticipations. Writing in 1926, 
Professor Parker T. Moon stated that, “The vast French colonial empire ab¬ 
sorbs only 13 per cent of the exports of France, and the outlying territories, 
dependencies, and proteges of the United States take only one-ninth of the 
exports of the United States. Belgium alone, or Great Britain alone, is a 
larger consumer of French goods, and therefore more important as a market 
for France, than the whole French colonial empire. . . . Holland sells (1924) 
about eight times as much to Germany as to the Dutch East Indies. Bel¬ 
gium in 1923 sold three times as much to Argentina, ten times as much to 
Holland, and almost twenty times as much to France as to the Belgian 
colony from which so much new foreign trade was expected. Japan in 
1924-25 sold 15 per cent of her exports to Korea and Formosa; but the good 
will of her chief customer, the United States, is three times as valuable to 
her as the possession of these colonies. For the other empires, colonial trade 
is of still less relative importance. Germany before the First World War 
sold to her colonies about half of one per cent of her exports.” ^ The great 
flow of raw materials and foodstuffs and the creation of great markets prom¬ 
ised by statesmen with imperialistic leanings have failed to materialize. 

For the most part, the actual results achieved have been on the liability 
side of the ledger,—the necessity of assuming heavy financial burdens and 
the development of international hostility and unrest. One of the most 
serious of all results has been the constant danger of war. If only one nation 
had imperialistic ambitions, there would be little to fear in this direction, 
but the existence of several nations seeking to accomplish the same end must 
inevitably lead to strife. 

Marxian socialists hold to the theory that imperialistic warfare is an in¬ 
evitable result of the capitalistic organization of society. Capitalism, they say, 
is characterized by such extreme inequalities that large surpluses, far above 
their needs for consumption, come into the possession of the rich. As they 
invest these in industrial enterprises at home, their own country eventually 
becomes developed to the point where investment opportunities are harder 
to find and prospective earnings decline. Then the wealthy capitalists seek 
more profitable investments in undeveloped parts of the world. This leads 
to political domination of weaker nations in the manner explained above. 
But the opportunities in undeveloped parts of the world are also limited, 
and as different capitalistic nations seek to exploit them simultaneously, they 
come into conflict with each other. Warfare follows. While some details 
of this theory are open to question, there is an element of truth in it that 
should not be overlooked. At any rate, it can scarcely be denied that the 
economic penetration of weak countries by those which are rich and strong 

® Parker T. Moon, Imperialism and World Politics (1926), p. 531. 
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has been one of the factors leading to warfare in both the nineteenth and 
twentieth centuries. 

The Remedy.—The struggle for markets, for sources of raw materials, 
and for emigration outlets vainly expected to relieve population pressure, 
appears to grow in intensity as the world’s economy becomes more complex. 
The only remedy for the dangers of the resulting imperialism appears to be 
in some form of international organization. Granting independence to 
former colonies (as the United States has done in the Philippines and as 
the British are doing in Egypt and India) is not in itself enough because 
it merely leaves the liberated countries open to aggression on the part of 
other nations. Only effective international control will remove the risk that 
the conflict of economic interests among nations will lead to a third world 
war. The failure of the League of Nations was a tragedy for mankind. It 
is to be hoped that the United Nations will be more successful. 

A promising aspect of this new organization is its Economic and Social 
Council (UNESCO), the purpose of which is to promote cooperation among 
the nations in economic and social matters. If it can bring about greater 
freedom of international trade^ equal access to mineral resources, and rising 
standards of living among the poorer countries (all of which are among its 
announced objectives), many of the causes of international friction will dis¬ 
appear. It is as much through cooperation along these lines as in the devel¬ 
opment of peace enforcing machinery, that the pattern of world peace must 
be worked out. 

Meanwhile, we must be careful to avoid imperialistic policies on the part 
of our own country. As to the business ventures of American citizens in 
foreign lands, our government should make it clear that the investor takes 
his own risks. The businessman knows, or should know, the risk he runs 
in operating an enterprise or making an investment in a small, backward 
nation. In fact, it is the existence of great risk that in a large degree explains 
the high yield that rewards success. To expect the American people to sup¬ 
ply military force and run the risk of disastrous warfare to protect an in¬ 
significant volume of trade with backward areas, is to make those who do 
not share in the profits protect those who do. The businessman must be 
prepared to obey the laws of the country to which he goes, even if he does 
not himself approve of them. He does not have to invest in foreign lands. 
Only his desire for personal profit urges him on, and he therefore should 
take his own risks. 


Summary 

Short- and long-term international investments appear as invisible items 
in a nation’s balance of international payments, giving rise to movements 
of goods in the opposite direction. An immature debtor nation, receiving 
a net inflow of investments from abroad, has a surplus of commodity im- 



APPLIED ECONOMICS 


416 

ports; a mature debtor, with a net outflow of payments for debt service 
charges, has an export surplus; an immature creditor, with a net outflow 
of new investments abroad, has an export surplus; and a mature creditor, 
receiving a net inflow of payments from past investments, has a surplus of 
commodity imports. The response of goods movements to these financial 
transactions takes place through the mechanism of exchange rate changes 
and, if gold standards prevail, through gold movements and their effects on 
price levels; but sometimes the connection may be more direct, and it may 
be interfered with or obscured by temporary or sporadic financial operations. 
United States loans to European debtors during and following the two 
world wars have put this country in a creditor position with respect to long¬ 
term investment, but this has been largely offset by short-term obligations. 

The problem of transferring large payments from one country to another 
is difficult because the paying country must build up an excess of exports 
and the receiving country must accept an excess of imports. These 
necessities made it impossible to collect the debts due our government by 
European governments after the First World War, and these governments 
are still in default. For similar reasons it proved impossible for the victorious 
Allies to collect the reparations levied against Germany. In the Second WctUI 
War we avoided this problem by a program of lend-lease which permitted 
us to advance supplies to our allies on flexible terms, the sums due being 
partly offset by services performed for our armed forces and in other ways 
by the debtors during the war, partly settled by cash payments of moderate 
amounts to be spread over many years in the postwar period, and partly 
cancelled. Reparations after this war are still unsettled, but will apparently 
be paid in commodities and services rather than fixed in terms of money. 
International investment in the postwar period will be facilitated by the 
World Bank for Reconstruction and Development (to which funds have 
been subscribed by the cooperating nations) to guarantee private loans for 
purposes of economic reconstruction, and to make advances to borrowing 
countries that might not be able to obtain credit from private lenders. The 
United States is helping reconstruction with vast loans that will again estab¬ 
lish it as a major creditor nation. 

Foreign investment in backward countries by the capitalists of strong 
and wealthy nations tends to bring about economic imperialism, as the strong 
nations encroach on the sovereignty of the weaker nations in order to protect 
these investments. Noneconomic influences reinforce this encroachment. 
Expansion of this sort brings major powers into conflict with each other and 
is a cause of wars. The economic gains from such expansion seldom, if 
ever, equal the costs. The remedy is to effect a world organization that 
will protect the independence of weaker nations, while providing equal ac¬ 
cess to sources of important raw materials. Investors in foreign lands should 
be forced to proceed at their own risk. 
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CHAPTER XVIII 


Consumers’ Demand as a Guide 


to Production 


A. The Function of Consumption and the Obstacles to Its Fulfillment 

The Guidance of Production by Consumers.—In our economic system, 
consumers play an important part in controlling the direction which produc¬ 
tion shall take. They do this by the choices they make in spending their 
incomes. For the most part, no one dictates to the consumer what he shall 
buy. Within the limits set by his income, his knowledge, and what can be 
produced, he may purchase what he prefers. In choosing to spend this way 
or that, he adds to the demand for the commodities of his choice. This 
demand registers itself in the markets where goods are bought and sold, 
taking the form of price offers. Since prices are determined by the demand 
and supply of commodities, the things which consumers demand the most 
bring the highest prices in relation to the means of production needed to 
produce them. These high prices attract production toward the goods so 
demanded, instead of toward goods for which the demand is weaker. In 
this way production is guided by consumption. Presently we shall see that 
the producer may influence the consumer to some extent by means of adver¬ 
tising and clever salesmanship, but this does not destroy the fundamental 
truth of the proposition just stated. 

If consumers were all-wise, knowing what is best for them, knowing the 
real utility of all the commodities offered in the markets, and possessed of 
the strength of will to resist the allurements of overindulgence, gaudy clap¬ 
trap, and undesirable merchandise, this guidance of production by consum¬ 
ers’ choices would be in harmony with the principle of economy, developed 
in Chapter I, which states that we should produce only the most beneficial 
goods.^ Unfortunately, this condition of human perfection has not yet been 

^That is, so far as each individual is concerned, his income would be spent in the most 
economical way. But the fact that consumers have unequal incomes would stand in the way of 
perfect economy from the social point of view. The rich cause producers to attend to some of 
their trifling wants while ignoring the more important needs of the poor. For example, the 
demand of the rich for silken portieres to decorate their homes may cause much labor and 
capital to be devoted to their production, while the poor, lacking sufficient means to influence 
the market, may be denied sufficient clothing to protect them in winter. From the social point 
of view this is a waste of productive resources. This, however, is not a defect of consumption 
as such; it is a defect of the distribution of income. Further discussion of it, therefore, will be 
deferred to a later point in this volume. See Chapters XXI-XXIII. 
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attained. To the extent that consumers fail to live up to it, there is opportun¬ 
ity for waste in consumption. If we spend unwisely, buying foolish or delete¬ 
rious commodities, we cause the wrong goods to be produced, and thereby 
cause valuable productive power to go for naught. Consumption thus stands 
at the head of our whole economic system, guiding and controlling it for 
good or for ill. In so far as consumption is misdirected, the whole productive 
process is distorted and led astray. This makes it important to consider what 
are some of the obstacles to correct standards of consumption and what 
measures are possible for their removal. 

The Ignorance and Folly of Consumers. —The average person, even in 
so enlightened a nation as the United States, is still far from having the 
wisdom necessary to utilize his income in the manner most conducive to 
his welfare. Intelligence tests, formulated by psychologists and applied to 
large sections of our population, particularly to the soldiers drafted for our 
army during two world wars, show that the level of native mental ability 
among a large percentage of our people is still surprisingly low. In spite 
of the system of universal education which prevails in this country, most of 
our pupils never go through high school, much less through college or a 
university, so that they do not even develop to the fullest what intellectual 
capacities they have. Oftentimes, also, people who know what is good for 
them do not choose to act upon that knowledge. It seems so much easier 
to disregard the laws of health or the laws of morality. The result of this 
ignorance and weakness is a great deal of unwise consumption. People spend 
their incomes frivolously, carelessly, injuriously. Social workers tell us that, 
in the homes of the poor, housewives are very inefficient in their direction 
of the family budget, purchasing foods of little nutritive value in proportion 
to the money they spend. In the homes of the rich, particularly of the newly 
rich, there is similar waste in expenditures for flimsy show and the buying 
of articles of bad taste in place of those of lasting value and beauty. Then 
there is dissipation in its various forms—the purchase of intoxicants and nar¬ 
cotics, the patronizing of gambling dens and houses of ill-fame, and so on. 
All these things are sources of waste in consumption. 

Lack of Standardization of Consumers’ Goods. —One reason why the con¬ 
sumer docs not always spend as wisely as he might is because he has no 
adequate means of knowing the quality and utility of the commodities 
which are offered to him in the market. There is a woeful lack of standards 
by which consumers’ goods can be judged. Suppose one is desirous of pur¬ 
chasing a pair of shoes. He sees in the shop windows of different stores a 
number of pairs at different prices. How is he to tell what is the best value 
for his money.? Two pairs of shoes may look alike. One may be all leather, 
well made and of sound construction throughout, the other poorly sewed 
and containing a great deal of paper, yet superficially so cleverly finished 
that the defects are not visible. No one but an expert could tell the differ- 
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ence. A consumer goes to the market to buy some tomatoes. How is he to 
tell how much he is getting for his money when different sized containers 
are used; when, of two baskets apparently of half-bushel size, one is so con¬ 
stricted in the middle as to reduce its capacity by as much as ten or even 
twenty per cent without the shortage being noticeable to the eye? He goes 
to the clothier’s to buy a suit. How is he to know whether it is all wool, as 
the salesman assures him it is, or whether it contains a considerable portion 
of cotton, as is very often the case? There are many methods of adulteration, 
short weight, faking, and other forms of deception, by which producers can 
take advantage of consumers. 

It is impossible for the consumer to have the detailed expert knowledge 
necessary to appraise properly the great variety of things which he must 
buy; nor has he the equipment or facilities to make the tests required. In 
this respect the consumer-buyer is at a decided handicap as compared with 
the businessman buying materials for use in his own manufacturing process. 
If a miller wants to buy wheat, the market organization has been so per¬ 
fected that wheat is standardized into various grades, and he may order 
number one wheat without ever seeing it, and yet knowing exactly the qual¬ 
ity of the grain that will be delivered to him. Even where such standardiza¬ 
tion has not been worked out, the businessman is at least sufficiently expert 
in his own field to judge of the quality of what he gets, and he is seldom 
deceived. But the ultimate consumer is not in a position to make such judg¬ 
ments and, in the absence of any public authority or consumers’ organization 
to set up adequate standards of merchandise and of measurement, he is often 
the victim of unscrupulous dealers or of his own ignorance. These obstacles 
prevent the consumer from exercising effectively the role of guiding produc¬ 
tion into the channels that contribute most to his needs. 

The Irrational Character of Standards of Living. —Consumption is not 
altogether an individual matter. Most of the things which we buy are pre¬ 
scribed for us by the group customs and practices under which we have been 
brought up. We have acquired through our family life, our friends, our 
education, and our contacts with people generally, certain notions as to how 
it is appropriate and fitting to live. We come to adopt certain standards of 
living as a matter of habit, without particular thought or the exercise of 
personal judgment. These standards of living are socially established and 
imposed upon us. Although there is much room for individual discretion in 
the details of consumption, its general outlines are established by the social 
environment with which we are surrounded. The kind of clothing we wear, 
the food we eat and the way it is cooked, the type of homes we live in and 
their furnishings, our forms of recreation, are all accepted by us unthink¬ 
ingly from the established customs of our society. There is no reason to 
believe that these standards of living are based upon any rational considera¬ 
tion of our real needs. In fact they are often quite the reverse. The style of 
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women’s dress, for instance, may prescribe a slender and willowy figure 
which results in garments that deform the body and impair the health of 
present as well as future generations. The standards prevailing in one’s social 
circle may prescribe that he take his recreation in late night parties depriving 
him of proper rest and sleep. Yet he accepts this standard because it is in 
vogue among the people with whom he associates. It is the fashion in 
America to live in homes heated in winter several degrees above the level 
which physicians tell us is best for our health. These examples are typical 
of thousands of current practices which affect our consumption and make 
for waste in it. 

Some writers have advanced the optimistic doctrine that standards of 
living are subject to a process of natural selection which makes the good 
qualities survive and the bad ones perish, just as the fittest are given the 
victory over the weakest forms of animal life in nature’s bitter struggle for 
existence. The American economist Patten declared that “Each nation has 
a strong tendency to love what its environment can furnish with the least 
expense.” ^ The late John A. Hobson, an English writer, believed there was 
such a process of natural selection, which would make for the survival of 
those standards which contribute to the progress of society.® No doubt some 
features of our consuming habits have been adopted because of their impor¬ 
tance for social health. Many of the things we habitually eat have certainly 
been selected because of their proven nutritive value and cheapness, such as 
potatoes. The recent tendency in women’s dress towards shorter skirts and 
looser clothing is perhaps based on their greater convenience and healthful¬ 
ness. But it is too sanguine a view to believe that standards of consumption 
are generally subject to a process of selection so rigorous that the unfit ones 
tend naturally to die out while the socially more desirable ones endure. The 
truth is that some socially undesirable standards may persist for hundreds 
of years. 

Pecuniary Emulation and Conspicuous Consumption. —The folly and 
waste of many of our consuming habits were especially well exposed by 
the penetrating analysis of the brilliant American economist, Thorstein 
Vcblen.*^ It was Veblen’s contention that many existing standards are the 
outgrowth of efforts by the rich to demonstrate their superior power and 
prestige by elaborate ways of living. Things come to be consumed, not 
because of any capacity which they have to contribute to human welfare, 
but simply as a means of exhibiting the great opulence of their possessors. 
The rich disport themselves in silken garments, jewels, and limousines. They 
maintain their exclusive colonies, such as those at Newport and Palm Beach, 
where they idle away weeks of time in conspicuous leisure. This desire to 

*S. N. Patten, The Consumption of Wealth (1889), p. 36. 

•j. A. Hobson, Wor\ and Wealth (1914), p. 10. 

^The Theory of the Leisure Class (1899). 
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acquire distinction in the eyes of one’s fellow men permeates our standards 
of dress, our recreation, our art, and even our religious observances. It is 
well known that imitation is a potent force influencing social life. It is but 
natural, therefore, that imitation of the rich should influence the standards 
of consumption of the poor and moderately well-to-do. So the spirit of con¬ 
spicuous display permeates the consuming habits of all classes. Even the 
working girl must have her ipiitation jewels, her nylon hose, her fur coat, 
often at the sacrifice of other things which would contribute far more to 
her comfort and well-being. Although Veblen may have exaggerated this 
influence in modern society, the general truth of his observation is hardly to 
be denied. 

Producers’ Control of Consumption Through Advertising and Sales¬ 
manship. —The consumer is said to be free to choose what goods he shall 
purchase. It is true that there is very little external authority or compulsion 
to dictate his expenditures, but no human being is a law unto himself, 
directing his behavior entirely irrespective of outside forces. The strong 
influence of social standards has already been emphasized. The consumer is 
also influenced strongly by the producers whose gfK)ds he is to purchase. 
The suggestible nature of most individuals, coupled with the marvelous de¬ 
velopment of advertising in recent years, makes the producers’ control of 
consumption a potent factor in our economic life. Here again there is op¬ 
portunity for the misdirection of industrial activity. Mr. Stuart Chase^ has 
estimated that there is over a billion dollars spent in advertising in this 
country every year, involving directly or indirectly the labor of some 600,000 
men and a huge investment of savings. This advertising has for its purpose 
the control of consumption by producers, and it is so cleverly planned and 
carried out that it has an immense appealing power. Day after day we are 
bombarded from newspapers, magazines, street cars, letters, and billboards 
with suggestions to buy this or that. The combined influence which these 
suggestions make upon us, consciously or unconsciously, is enormous. The 
principal motive of businessmen is to make profits. We rely upon the free 
choice of the consumer to make it profitable for the businessman to produce 
only those things which the consumer really desires; but if the producer can 
himself control the consumer, the consumer may be made to buy what really 
does not contribute to his welfare at all. 

This does not mean that all advertising is undesirable. Much of it has 
undoubted value to the consumer. It brings him into contact with means 
of satisfying his wants of which he might otherwise remain in ignorance. 
It educates him to the use of new products and devices which improve his 
manner of living, and it stimulates him to work harder in order to earn the 
means wherewith to buy the goods he sees advertised. There are other ad¬ 
vantages which might be enumerated. Unfortunately, there is also much 
^The Tragedy of Waste (i 925 )» P* 
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waste in advertising. Through advertising, a market is created for many 
products which possess little utility or may even be injurious. Think of the 
vast quantities of patent medicines, most of which are quack nostrums or 
worse, that are foisted upon the American public every year through appeals 
to fear and superstition. Advertising plays up to the weaknesses of human 
nature, and encourages those habits of conspicuous consumption which have 
just been described. The clothing trade enQourages people to wear more 
expensive and elaborate forms of clothing. The dairy industry encourages 
them to eat more dairy products. The automobile industry stimulates a 
desire for motor cars. The tobacco industry is engaged in a vigorous cam¬ 
paign to increase the use of tobacco among both men and women. The 
development of the oil industry has provided an opportunity for promoters 
of fraudulent stocks to mulct millions of dollars from gullible American 
investors. Whether or not the benefits of advertising outweigh its disadvan¬ 
tages we need not try to decide. Mr. Chase estimates that, in a properly or¬ 
ganized society, only about ten per cent of our present advertising activities 
would be needed, but whether this is a fair estimate or not, the important 
fact cannot be denied that advertising is the source of much misdirected and 
wasteful consumption. 

Salesmanship is simply a more personal form of advertising. The sales¬ 
man, by his direct contact with a prospective customer, can accomplish in a 
more effective way, but by very much the same methods and to much the 
same purpose, the results that arc aimed at in advertising. Salesmanship 
contains in it, therefore, the same elements of utility and of waste which are 
characteristic of advertising. 

Waste in Consumption, or Illth. —In the preceding paragraphs a number 
of opportunities for uneconomical expenditure by consumers have been out¬ 
lined. Production will follow consumption, whether it be for good or for 
ill. Consequently every unwise choice on the part of consumers brings about 
the production of some useless or even injurious commodity. To these 
worthless commodities John Ruskin gave the term illth, to distinguish them 
from wealth, which he regarded as an ethical term, properly applicable only 
to goods which contribute to well-being. As a result of the ignorance, folly, 
and irrationality of consumers, and of the influence of advertising, the amount 
of such illth annually produced in this country must be very large. 

Chase has suggested various forms which it may take.® These are, briefly: 
The military establishment, a large part of which he regards as aggressive 
and destructive, rather than defensive; deleterious drugs, opium, alcohol, 
tobacco, and worthless patent medicines; commercialized vice, which main¬ 
tains thousands of people in brothels to pander to the illicit passions of men; 
quack doctors and healers of all sorts, stock swindlers, etc.; gambling houses, 
bucket shops, and uneconomic (as distinguished from useful) speculation; 

® op. dt., Chapters V and VI. 
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the conspicuous consumption of luxuries by millionaires (and people of 
more moderate incomes as well); loss of goods by artificially stimulated fads 
and changes of fashion; commercialized recreation, such as prize-fighting, 
and much of our professional athletics; certain “overhead trades and pro¬ 
fessions” like the law, government, and insurance, all of which make genuine 
contributions to welfare, but which are overdeveloped to take care of legal 
technicalities, industrial risks, and public graft, which could be very much 
reduced in a more effectively organized society. Chase estimates that the 
labor power of more than ten million persons is annually wasted in produc¬ 
ing these various forms of illth. This figure is little better than a guess, and 
it may be exaggerated; but if we were to cut it in half, it would still represent 
a waste of labor power that would be appalling. 

Consumption and Productive Efficiency. —In one sense the end and 
goal of all productive activity is to provide consumers with goods; and 
consumers’ choices direct and control the whole process. But in another 
sense, consumption is but a means to further production. Wholesome work 
is just as much a part of the purpose of man’s existence as any of the other 
things he does. Now a man’s productive efficiency depends upon the way 
he lives—that is, upon the kind of things that he consumes. This affords 
one test by which we can judge of the efficacy of consuming habits. Some 
ways of living tend to enervate the individual, impairing his capacity for 
further economic effort. Among the very rich excessive luxury and indul¬ 
gence soften both the mind and body. Among the poor insufficient nourish¬ 
ment and unsanitary methods of living, coupled often with dissolute habits, 
break down the morale and health of the worker. The middle classes also 
have their vices and bad habits which interfere with their productive effi¬ 
ciency. From the viewpoint of national prosperity, all forms of consumption 
which hinder vitality and ambition prevent men from making the greatest 
contribution to production of which they are capable. This dovetails with 
the weaknesses of our standards of consumption outlined in the earlier para¬ 
graphs of this chapter. Most of the forms of consumption which were char¬ 
acterized as illth have this deleterious effect upon consumers’ efficiency as 
producers. Wise national policy should seek to reduce these forms of con¬ 
sumption to a minimum. 

B. The Improvement of Consumption 

Collective Provision of Goods. —There are some commodities which are 
so essential to the public welfare that the state has undertaken to produce 
them collectively, instead of allowing each individual to provide for his 
own needs as best he can. Thus, public schools, free health clinics, hospital 
wards, garbage collection and disposal, police and fire protection, highways, 
and many other goods and services are supplied by the state, and paid for 
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out of general taxes. The cost of many of these services, as for example the 
construction of highways and the provision of police and fire protection, 
would be prohibitive if individual users had to supply their own needs. In 
other cases, individuals are so lacking in appreciation of their own interests 
that they would not pay voluntarily for many essential services. Some of 
these services, moreover, arc of so diffused a character that it would not be 
possible for people to purcliasc them individually, even if they were willing 
to do so. The army and navy, which protect us all, are an illustration. It is 
therefore necessary that in these cases individual decisions be superseded by 
those of the state, which determines not only the kinds and quantities of 
these goods that society is to consume collectively, but sometimes, as in the 
case of public schools, even goes so far as to compel their use. 

While the value to society of such collectively provided goods is generally 
recognized, there is some question as to how far this kind of provision should 
be extended. Should the state go so far as to provide a basic ration of food 
and clothing to each of its citizens? There are a number of reasons why it 
might prove undesirable to extend tcx> widely the collective provision of 
goods. One of the prime reasons is that it would tend to obscure the need 
for a more equitable division of income as a means of eliminating poverty. 
Many of the goods which the state offers gratis today are designed to offset 
the poverty of our low income groups. As the state directs its efforts to¬ 
ward securing a diffusion of income which will enable everyone to provide 
for his own basic needs, it will become less necessary to distribute goods 
collectively without charge, except where it is impossible to attach a price 
to a good or service because the cost of providing it, and the benefit derived 
therefrom, cannot be allocated to any specific user, as in the case of police 
and fire protection. A further reason against supplying the public at large 
with too many free goods is that many people would lack the incentive to 
work if all their needs were provided for. In addition, too much collective 
control of consumption would impinge on individual liberty, which it seems 
desirable to preserve, even though it may involve some loss of efficiency. 
Particularly as people progress upward from the poverty level is the price 
system likely to prove a superior method of guiding production, provided 
that the imperfections in consumer choices described above, which result 
from lack of knowledge about the commodities purchased and the unequal 
division of income, can be overcome. Finally, the task of providing for the 
wide variety of goods and services which individual preferences require is 
almost too complex to be dictated by legislative or administrative decision. 
It can probably be accomplished more efficiently through the functioning of 
the price mechanism. 

Sumptuary Legislation. —To a certain extent, economy and efficiency 
in consumption can be promoted by sumptuary legislation. Sumptuary legis¬ 
lation is legislation aimed directly at the control of consumption. Some peo- 
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pic think it would be ideal for the standards of living of the people and their 
consuming habits to be directed by governmental authority. This is the viev^ 
of the communists, of whom we shall have more to say in a later chapter. 
In the United States, however, most people believe in individual liberty, 
and nowhere is this principle more tenaciously clung to, and its infringement 
more strenuously opposed, than in matters relating to consumption. The 
American citizen feels that he has a right to live as he pleases, and that no 
government or other authority should dictate how he should spend his in¬ 
come. From the standpoint of national efficiency, there may be just as much 
justification for laws controlling consumption as for those controlling produc¬ 
tion or any other phase of economic activity, but the contrary popular attitude 
is one which must be recognized in formulating any feasible program. 

This is well illustrated by the prohibition experiment carried on in the 
United States from 1918 to 1933. Although ostensibly a law to prevent the 
manufacture and sale of alcoholic drinks, it was, in effect, designed to pre¬ 
vent the consumption of such beverages. The liquor traffic results in so 
much economic waste and social evil that there is much to be said in favor 
of its elimination, but it is almost impossible to enforce so drastic a piece of 
legislation unless it has the hearty support of a great majorty of the people. 
The prohibition amendment did not have such support, and its enforce¬ 
ment was far from effective. Its repeal, consequently, was not surprising. 

Notwithstanding the difficulty of enforcing sumptuary legislation, gov¬ 
ernments in this country and abroad have succeeded in restricting or direct¬ 
ing consuming habits in various particulars. Often there are laws prohibiting 
the sale of certain articles, such as opium and other liabit-forming drugs, and 
obscene literature and pictures. Censorship of motion pictures and plays 
is of a similar character. Then there is the attempted suppression of vice, 
gambling houses, and the like. During the First World War the control of 
consumption was carried much further than ever before. This was made 
possible by appeal to patriotic motives, which led people to submit to petty 
interferences that ordinarily they would not have tolerated. But this, like 
most legislation of the sort, was indirect. It took the form of controlling 
the kinds of goods that could be made and offered for sale, thus operating 
on producers, rather than definitely controlling the behavior of the con¬ 
sumer himself. Nevertheless the purpose of such legislation was to turn 
consumption into certain channels, and it had that effect. For instance, 
bakers were ordered to put certain proportions of wheat flour substitutes 
into their loaves, sugar was rationed out sparingly for such unessential pur¬ 
poses as making candy and soft drinks, and the amount of sugar which 
hotels and restaurants could serve to their patrons was greatly reduced. 
Similar measures were extended to other commodities, including fats and 
some perishable foodstuffs. In the Second World War, a more extensive 
system of direct rationing of many commodities was put into effect, but in 
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this case the purpose was not so much to direct consumption into certain 
channels as to make effective the general machinery of price control. This 
will be explained in Chapter XX. Following the wars, all these restrictions 
were removed, and freedom of choice in such matters was restored to con¬ 
sumers. 

While sumptuary legislation thus offers possibilities for improving con¬ 
sumption in a few special cases and circumstances, it is probably wiser, on 
the whole, to rely on other measures to accomplish the desired results. 

Government Protection of Consumers.—One way that the government 
can help the consumer is to protect him against some of the abuses by which 
unscrupulous producers exploit him. The Pure Food and Drugs Act of 1906 
made a step in this direction by establishing standards of purity for the manu¬ 
facture of certain drugs, confections, and ftK)d products, and by prohibiting 
their adulteration. It also forbade labels which bore any statement concern¬ 
ing the ingredients of these goods which was false or misleading in any 
particular. Appropriate penalties for violations were provided, and enforce¬ 
ment of the law was vested in various departments of the federal govern¬ 
ment, particularly in the F(x>d and Drug Administration. This law was con¬ 
siderably strengthened by the Food, Drug, and Cosmetic Act of 3938. This 
act authorizes the Secretary of Agriculture (in whose department the Food 
and Drug Administration was then located) to promulgate standards of 
identity, quality, and fill for all food products, raw or processed, bulk or 
packaged. Observance of these standards is compulsory. He is also author¬ 
ized to examine and test new drugs, and, until he has certified that such 
drugs are safe for human use, their sale is prohibited. In addition, cosmetics 
are made subject to the same general standards respecting adulteration and 
misbranding as those applicable to foods and drugs. The strict labelling pro¬ 
visions of the law also require that all commodities subject to it be labelled 
in such manner as to reveal the principal ingredients and disclose the pres¬ 
ence of dangerous or habit-forming constituents. 

This legislation has done a great deal to protect the consumer against 
unprincipled businessmen who would foist worthless or even injurious prod¬ 
ucts upon him, were they not restrained by law. Today, consumers can be 
reasonably sure that they are protected against deception, as well as possible 
injury or death, through the activities of the Food and Drug Administration 
to promote the sale of pure foods, drugs, and cosmetics, packaged under 
sanitary conditions, in safe and accurately labelled containers. 

Another federal organization that is doing much to protect consumers 
against unscrupulous business practices is the Federal Trade Commission, 
whose work was described in part in Chapter III. The activities of this 
commission in helping to break up monopolies and in suppressing unfair 
methods of competition redound to the advantage of consumers. Prior to 
1938, however, the commission was intended primarily to protect ethical 
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business enterprises against unfair methods on the part of their less honor¬ 
able competitors, and it acted to suppress such methods only on the complaint 
of some producer who felt he was being injured. Hence, any benefit de¬ 
rived by consumers was merely incidental. This situation was changed by 
the Wheeler-Lea Act, twin of the Food, Drug and Cosmetic Act of 1938, 
This law empowers the commission to act directly, on its own initiative, 
to suppress unfair business practices that it finds contrary to the best inter¬ 
ests of the consumer. In particular, the act is designed to protect him against 
advertising which makes untrue claims about a product, or fails to inform 
him of the consequences that might result from its use. 

The protection afforded to consumers by both the Food, Drug, and Cos¬ 
metic Act and the Whcelcr-Lea Act is incomplete in that these laws apply 
only to commodities sold in interstate trade, or advertised across state lines. 
Only fifteen states have undertaken to remedy this situation by passing 
'‘little” Food, Drug, and Cosmetic acts patterned after the federal law. A 
further flaw in the Wheeler-Lea Act is that it makes it difficult to protect 
the public against misleading advertising because the Federal Trade Com¬ 
mission cannot penalize an advertiser unless it can prove in court that the 
advertised product is harmful, or that there was a deliberate attempt to 
defraud the public. This has proved in practice to be a hard task. Both the 
Federal Trade Commission and the Food and Drug Administration are 
further handicapped by their lack of funds. Notwithstanding the inadequa¬ 
cies of law and administration, both agencies are giving consumers valuable 
information which will help them to buy more intelligently. 

Other governmental bodies to assist the consumer have been established 
at various times, but their accomplishments have been rather disappointing. 
The Bureau of Home Economics has been constantly handicapped by inade¬ 
quate appropriations and is helpless to oppose the interests of producers. The 
Consumers’ Advisory Board, set up under the National Industrial Recovery 
Act to represent the interests of consumers in the formulation of codes, was 
accorded no vote on the approval or rejection of these codes. The Agricul¬ 
tural Adjustment Administration also had a Consumers’ Council to examine 
marketing agreements and publish information regarding retail fcx>d prices. 
For several years it secured considerable publicity concerning unreasonable 
prices, but since its reorganization in 1935 it has been relatively ineffective. 

There is still needed some government agency directly charged with 
the duty of giving consumers honest and accurate information about the 
goods they buy. It has been suggested that there be established for this pur¬ 
pose a federal Department of the Consumer with a cabinet officer at its head. 
The consumer would thus be given protection by a permanent body created 
to represent him. The United States government already has a Bureau of 
Standards to guide it in making its own purchases. It is equipped with 
laboratories and technicians qualified to make tests of every conceivable 
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kind of merchandise, and it is continually making such tests. But these are 
for the use of government bureaus in securing supplies; the wealth of in¬ 
formation about qualities and products of different producers now resting 
in its files is not available to the general public. This is in contrast to the 
practice of the British government. Its National Physical Laboratory is simi¬ 
lar to our Bureau of Standards, and its findings are open to the public. Our 
Bureau of Standards should do likewise. Such a policy could injure no one 
except those producers who make inferior goods and palm them off on 
unsuspecting purchasers. Such producers ought to be forced to come up 
to the standards of those who make better merchandise, or go out of business. 
Publicity of findings by the Bureau of Standards would put American con¬ 
sumers in a position to know what they are buying, and would go far 
toward ending many of the abuses described in the earlier sections of this 
chapter. 

The Better Business Movement.—Ikisinessmen with some conception of 
their duty to their customers can decrease the wastes involved in deceptive 
advertising and the marketing of claptrap merchandise by organized effort 
of their own. Of course, many of the wastes of display advertising, designed 
to attract consumers to this or that producer and to win him away from 
some competitor, must necessarily continue so long as the competitive system 
of industry itself survives. On the other hand, it is possible to control the 
deliberate misleading of the consumer by exaggerated or untruthful adver¬ 
tising. The Associated Advertising Clubs of the World, at their convention 
in Baltimore in 1913, passed a resolution endorsing truth as the cornerstone 
of all honorable and successful business, and at the same time organized a 
National Vigilance Committee which, in cotiperation with Better Business 
Bureaus set up among the businessmen of many lcx:al communities, has been 
actively sponsoring a truth-in-advertising movement. The purpose of this 
movement, and of the affiliated business bureaus, as its name indicates, is 
to eliminate untruth and fraud in advertising. It has been instrumental 
in exposing and putting to rout considerable numbers of fake stock-promo¬ 
tion schemes, speculative building and loan projects, fraudulent use of well- 
known trade marks, and various kinds of misbranding and untruthful 
advertising. Among its activities has been a campaign to eliminate the prac¬ 
tice of advertising goods as reduced in price when in fact they are not. The 
National Bureau concerns itself primarily with the standards of national ad¬ 
vertising, while the local bureaus deal with unfair practices in their own 
communities only. This movement is clearly to be commended, but it can 
hardly be expected to do more than eliminate the grosser forms of lying and 
deceit in advertising. Since it is the purpose of advertising to be alluring 
to the prospective customer, it is almost inevitable that its descriptions shall 
be exaggerated and to some extent misleading. But if even the worst prac- 
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tices can be eliminated by the businessmen themselves and by public agen¬ 
cies, a great step forward will have been taken. 

Other Organizations to Help Consumers. —In addition to the govern¬ 
mental bodies and Better Business Bureaus already mentioned, there are 
numerous private organizations which assist, directly or indirectly, in guid¬ 
ing consumers to wise purchases and better standards of living. Such are: 
the American Medical Association, which warns the public against the use 
of quack nostrums; the American Institute of Architects, which encourages 
the building of better homes and the improvement of town planning; the 
Anti-Saloon League and the Women’s Christian Temperance Union, which 
fight against the evils of the saloon and overindulgence in alcoholic drinks; 
the National Motion Picture League, which promotes the patronage of the 
better types of motion pictures; and many other consumers’ organizations 
and private philanthropies. More might be done along these lines by con¬ 
sumers themselves through the formation of consumers’ guilds or other 
associations definitely aimed at eliminating the obstacles that now stand in 
the way of wise consumption. 

In recent years, several consumer organizations have been established for 
the purpose of supplying their members with definite facts about the various 
products offered them for sale.*^ Deriving their income from annual mem¬ 
bership fees, they secure information from laboratory tests and other sources 
which is sent to their members in periodic bulletins. While lacking the 
facilities for doing such work in as elaborate and scientific a way as the 
United States Bureau o£ Standards, they are doing some effective work toward 
enabling their subscribers to judge correctly the merits and defects of what 
they buy. Such organizations show what might be done by consumers to 
look after their own interests if they were organized en masse to do so. 

Consumers Cooperation as a Means of Protecting Consumers. —In Chap¬ 
ter VI we learned something of the organization and work of consumers’ co¬ 
operative stores, which have come to occupy an important place among the 
marketing institutions of some countries. These consumer cooperatives offer 
a medium through which consumers may be protected against the abuses 
that have been described above. Since the cooperatives are owned and con¬ 
trolled by their customers and run for the customers’ benefit, they would 
have no reason to exploit consumers. The consumer boards of directors can 
specify the qualities of the goods they wivsh put on their shelves, and they 
can enforce these specifications upon the manufacturers from whom they 
purchase their supplies. If the members of the cooperatives are not satisfied 
with the goods they are getting, they have at their disposal a democratic 
means of registering their complaints and insisting upon better standards, 
through meetings which are held by them from time to time. Where the 

"^Thc two leading organizations of this type are Consumers’ Research, Inc., Washington, 
New Jersey, and The Consumers’ Union, 17 Union Square, New York 3, New York. 
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cooperatives have grown to the point that they operate some of their own 
manufacturing establishments, they have a means of maintaining standards 
at the very source of their products. 

Some of the more enthusiastic supporters of the consumer cooperative 
movement look upon it as having far greater possibilities. They believe it 
is destined eventually to replace the capitalistic system of industry with a 
cooperative economy, in which all the operations of industry will be owned 
and controlled by consumer cooperatives, just as some wholesale establish¬ 
ments and factories are now so owned and controlled. They believe this 
would solve most of our economic problems because they think it would 
replace the competitive rivalry of industry with a cooperative spirit of human 
brotherhood. Production for profits would be replaced by production for 
use. This is probably too optimistic a hope. It is not clear how the co¬ 
operatives would solve the problem of employer-employee relations, and there 
are many other economic problems, such as those pertaining to the monetary 
system, for which cooperation in itself offers no specific solution. However, 
if consumer cooperatives can demonstrate as high a level of efficiency as 
retail and wholesale marketing concerns operated under the prevailing 
system of private enterprise, they may in time offer a satisfactory means of 
providing consumers with standardized goods of high quality at reasonable 
prices. 

Education of the Consumer.—In the last analysis, improvement in the 
arts of consumption is a matter of education. We must build up in the 
consumer a desire for right ways of living, and provide him with the knowl¬ 
edge whereby he can adopt such ways. Our present educational system 
trains him in cultural subjects and, to a certain extent, in vocational lines 
which will help him to secure an income, but there is little in our curricula 
which teaches him how to use that income wisely, once it has been acquired. 
He is expected to acquire from his family life and environment the knowl¬ 
edge necessary to live wisely. Enough has been said to show that the result 
is far from satisfactory. An indication of some things that can be done to 
correct these difficulties is to be found in the domestic science courses now 
spreading in our public schools, and in a few other subjects, but the pos¬ 
sibilities have hardly been touched. Through the public schools, through 
educational advertising by the government itself, and through various other 
agencies, some examples of which have been suggested in the preceding 
paragraphs of this chapter, it should be possible to carry on a campaign of 
education designed to cultivate higher standards of living among the Ameri¬ 
can people. This would go a long way toward building up those wise habits 
of consumption which will direct production into channels that make for 
real prosperity. 
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Summary 

In a regime of free enterprise, consumers’ choices, acting through the price 
system, direct production. Much economic waste in this process results from 
ignorance, folly, and lack of standardization, which prevent consumers 
from knowing the real quality of the goods they buy. This is accentuated 
by irrational standards of living which are based upon the desire to display 
wealth rather than to live wisely. Producers’ control of the consumer, through 
advertising and salesmanship, often leads him to buy goods which he does 
not need, or which are even injurious. As the result of all these influences, 
large quantities of goods are annually produced which are to be described 
as illth, rather than ethical wealth. Consumption should be so directed as 
to promote the productive efficiency of consumers, avoiding dissipation and 
unhealthful habits. 

The collective provision of essential goods and services is one way in 
which the government can promote improved standards of consumption, 
although it is doubtful that it would be wise to extend its activities too far 
in this direction. Sumptuary legislation can also help somewhat in the 
achievement of such standards, but it can only suffice to prohibit the most 
flagrantly injurious forms of consumption. Consumers can also be protected 
against deception, adulteration, misbranding, and misleading advertising by 
such laws as the Food, Drug, and Cosmetic Act and the Wheeler-Lea Act, 
and by appropriate administrative agencies, such as the Food and Drugs 
Administration and the Federal Trade Commission. The grosser forms of 
fraudulent advertising are being somewhat reduced by the Better Business 
Movement among businessmen. Various organizations among consumers 
themselves are helping to guide them toward better informed use of the 
goods made possible by modern productive methods. These measures should 
be extended and supplemented by further education of the consumer through 
the public school system, and public dissemination of information on the 
arts of living. Finally, consumer cooperatives offer to consumers a means of 
direct control over the goods they buy, but it is too much to expect that 
such cooperatives can completely replace the capitalistic system of production. 

SUGGESTIONS FOR FURTHER READING 

Hazel Kyrk did much toward developing a coherent treatment of the neglected 
subject of consumption in her book, A Theory of Consumption (1923). A more 
comprehensive survey, treating the psychological, sociological, and economic 
aspects of the subject, is to be found in E. E. Hoyt’s The Consumption of Wealth 
(1928). Charles S. Wyand’s The Economics of Consumption (1937) is likewise 
a comprehensive treatment of its field, containing a great deal of pertinent factual 
information, but its theoretical position is not always above criticism. Margaret G. 
Reid’s Consumers and the Marl^et (1938) offers a well-developed analysis of our 
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marketing organization as it affects the consumer. A justly popular textbook on 
the subject of consumption is Leland J. Gordon’s Economics for Consumers 
(second edition, 1944). 

Thorstein Veblen’s The Theory of the Leisure Class (1899) is a brilliant and 
justly famous expose of the conspicuous waste involved in our pecuniary standards 
of consumption. John Ruskin’s Munera Pulveris shows keenly the superficiality 
of many of our ideas of wealth, and has been the inspiration for a number of 
modern writers on the same theme. See, for instance, }. A. Hobson, Wor\ and 
Wealth (1914); and W. A. Robson, The Relation of Wealth to Welfare (1925). 



CHAPTER XIX 


The Price System, and Monopoly Price Regulation 


A. How THE Price System Functions 

Prices as a Guiding Mechanism.—When industry is divided into thou¬ 
sands of separate parts, each managed by a different group of individuals, 
without any central authority to direct or control it, there must be some 
means of keeping the whole coordinated and in balance. Otherwise the 
process would be wasteful and chaotic. Too much of some things would 
be produced, and tcx) little of others. Plants making textiles might be kept 
idle because not enough yarn was being produced to provide them with raw 
material, while leather tanneries might be closed down because they had 
produced leather far in excess of shoe manulacturers’ requirements. It is 
the function of the price system to prevent this lack of balance, or to correct 
it when it occurs, thereby providing the necessary guidance and coordination. 
It does this through the adjustment between the demand for and supply of 
goods which is brought about by the movements of prices in the market. 

We have seen one phase of this process in the last chapter, where we 
learned how demand guides production in the directions indicated by con¬ 
sumers’ choices, however good or bad these choices may be. We are now 
to consider some further problems that arise out of the imperfections of the 
price system as it functions in the contemporary world. 

Particular Prices and the Price Level.—At the outset it must be made 
clear that we are not here concerned with the general level of prices. That 
is a monetary problem, with which we have already dealt (Chapter XIV). 
Our problem now has to do with the relations between the prices of par¬ 
ticular goods. Each good has a price attached to it, which measures what it 
is worth (its value) in relation to other goods. A pound of platinum is 
worth thousands of dollars, while a pound of rice is worth only a few cents; 
butter commands a higher price than sugar; natural gas is cheaper than 
manufactured gas; and so on. Regardless of how the general level of prices 
may move, these differences in the relative worth of different commodities 
persist, and the prices of particular goods will move differently from the 
average of all prices. For instance, while the general level of prices is in¬ 
creasing by fifty per cent, some prices may rise as much as one hundred per 
cent, and others only twenty-five per cent, while some may actually decline, 
depending on what is happening to their relative values. 
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The Problem of Fair Prices.—These particular price relationships have 
important economic consequences, and when they change they are bound to 
affect this or that group in society for better or worse, as the case may be. 
To illustrate, if the price of a streetcar ride is increased, relatively to the price 
(wages) of labor, the street railway company will be benefited at the ex¬ 
pense of wage-earners who have to use the streetcars on their way to and 
from their places of employment; and if the price of butter declines in rela¬ 
tion to other prices, consumers will gain while dairy farmers will suffer. It 
is important, therefore, if justice is to be done, that prices be fair to all 
parties. This raises the difficult question of what constitutes fairness in 
pricing. We must seek an answer to this question if we would grapple with 
the problems of price control. We will be in a better position to answer 
it if we first understand how the price system works in a free market, in 
the absence of monopolies or other restrictive controls. 

How the Competitive Price System Works.—A characteristic of modern 
competitive markets is the tendency known as the law of one price, with 
which the student is doubtless already familiar. According to this law, com¬ 
petition tends to compel a seller to offer his wares to all his customers on 
equal terms, and on the same terms as his competitors. Otherwise the busi¬ 
ness would all go to the lowest seller. Hence, at a given time, a commodity 
tends to sell at the same price throughout the whole of any one market. 
Where competition is effective, this rule will be observed, but it must not 
be expected to work out exactly. A truly competitive market is one where 
both buyers and sellers make their quotations openly, so that each seller 
knows what the others are getting. This condition is seldom fully realized, 
hence some differences of prices are likely to exist, especially in retail mar¬ 
kets, where competition among buyers is least keen. The differences are 
usually small, however, and the rule holds approximately true. It has an 
important bearing upon the problem of price discrimination, which is to be 
taken up in a later paragraph. 

The price established for any commodity tends to be such as to make 
the demand for it equal to its supply. It is easy to see why this is so. If, 
at the price prevailing, the effective demand exceeds the effective supply, 
not all the buyers can be satisfied, and competition among them to secure 
what they need will force the price up until the demand is checked. The 
rise in price will encourage sellers to produce more of the product, and .so 
the effective supply increases until it equals the demand. On the other hand, 
if, at the price ruling, effective supply exceeds effective demand, producers 
will not be able to sell all of their stocks. They will be forced to lower prices 
until demand is stimulated and production checked. Equilibrium will then 
be restored. Thus, the competitive price system tends to maintain a nice 
adjustment in the production and consumption of each commodity; but this 
is a tendency not fully effective, as we shall see. 
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The Economy of the Price System.—In the short run, equilibrium be¬ 
tween the demand and supply is achieved at a price which equals the mar¬ 
ginal costs of producing the commodity concerned. That is to say, each firm 
is induced to increase its production up to, but not beyond, the point where 
the proceeds from the sale of the extra output just cover the extra cost of 
producing it. This means that existing facilities are used just as far as, but 
no further than, their use is worthwhile, on the basis of the existing demand. 
Thus the result contributes to economical use of our resources. 

In the long run, the price tends to settle at the optimum (rather than the 
marginal) costs. This tends to bring about a further economy in the use of 
productive resources because it drives the price down to the costs of the most 
efficient firms. Less efficient producers, whose costs are above the optimum, 
must thereupon improve their efficiency or be driven out of business. Thus, 
the best methods of production are promoted. 

There is a deeper meaning in the competitive pricing process which is 
of the greatest significance for the attainment of social economy. Since our 
productive resources are scarce in relation to our desires, economy requires 
that they be used only for our most important needs. People should not be 
allowed to dissipate valuable resources in the satisfaction of trivial whims 
when more important needs are not provided for. The price system helps 
to achieve this principle. To begin with, it forces every consumer to pay 
as much for his goods as other consumers will pay. This prevents any pur¬ 
chaser from obtaining goods which are more valuable to someone else than 
they are to him. In a similar manner, the factors (agents) of production are 
restricted to the strongest demands, through the principle of opportunity 
costs. Producers, in responding to the price offers of consumers, are led to 
bid for the factors which they must use in manufacturing the goods necessary 
to satisfy the demands for their products. Thus, prices are set upon the agents 
of production by a competitive bidding among enterprisers, similar to the 
bidding among consumers for consumers’ goods. These prices are the costs 
of production which businessmen must pay. Since they are set by competi¬ 
tive bidding, it follows that each producer must pay as much for his capital 
or his labor as any other producer is paying. Consequently, what it costs an 
enterpriser to use any factor of production is determined by what it is worth 
to other firms, not only in his own industry, but in all industries. The 
essence of this is summed up in the principle of opportunity costs, which 
states that the use of any agent in production involves a cost which is deter¬ 
mined by the prices offered for that agent in its possible alternative uses. 

The student would do well to memorize this law, because it goes to the 
very heart of the price system. It is, therefore, one of the most significant 
principles in the whole of economics. Consider, for instance, what is the 
inner meaning of the statement, so often heard, that the price of a commodity 
tends to equal its cost of production. It means that the price tends to the 



440 


APPLIED ECONOMICS 


point where the factors of production required to make that commodity are 
worth just as much as, and no more than, they would be worth if they were 
devoted to the production of any other good for which they are suitable. 
If a commodity is selling at a price above its cost, it means that the factors 
employed in its production are worth more than in their alternative uses. 
This is the signal for more of that commodity to be produced, for when a 
price is above costs, the industry is enjoying profits above the normal returns 
to capital and enterprise, hence it tends to expand. By this means, factors are 
drawn away from those uses where the product is worth less to those where 
it is worth more. This goes on until the price of the first product falls to 
equality with costs, which means that the value of the factors in that industry 
is now no greater than elsewhere. When the price of a commodity is less than 
its costs, on the other hand, it means that the factors employed in that in¬ 
dustry are worth less than in other industries, because too much of the prod¬ 
uct has been produced, so that consumers do not value it as highly, in 
proportion to the factors employed, as they do other g(X)ds for which those 
factors might be used. As a result, enterprisers in the industry will suffer 
losses, and production will be reduced until equilibrium with other industries 
is restored (that is, until price rises to equality with costs). So, through the 
operation of the law of opportunity costs, productive resources are allocated 
in such a way as to maximize the satisfaction of consumers’ demand. If that 
demand were an accurate reflection of social needs, this principle of alloca¬ 
tion would be perfect. 

Obstacles to Economy in the Price System.—Although it is the function 
of the pricing process thus to promote economy in the use of our productive 
resources, the full attainment of such economy is interfered with by a num¬ 
ber of obstacles: 

In the first place, the price system causes production to follow demand, 
and demand rests partly on the choices of consumers. Unfortunately, con¬ 
sumers do not always spend their incomes wisely. This difficulty was fully 
discussed in the last chapter, where it was shown that the weakness and 
ignorance of human nature, coupled with the subtle coercion and decep¬ 
tion practiced by antisocial businessmen, prevent consumers’ demands from 
being a perfect indicator of human need. The result is that they buy things 
of little or no benefit, instead of getting the things which would contribute 
most to their welfare. This is largely responsible for that malproduction,. or 
creation of illth, which we have found to be one of the great wastes of our 
economic organization. 

A second obstacle, which again prevents demand from guiding production 
according to needs, lies in the fact that consumers’ incomes are unequal. 
Some people have much more money to spend than others; hence they 
exercise more control in the market. As their incomes are very large, they 
can spend a considerable proportion of them for relatively unimportant 
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things, such as diamond necklaces, racing automobiles, gold cigarette cases, 
and the like. Thus it is that, under the competitive pricing system, produc¬ 
tive energies are devoted to supplying capricious luxuries for the rich while 
important needs of the poor go unprovided for. 

It was said above that our price system tends to keep producers’ costs at a 
minimum; but producers, like consumers, do not always act wisely. As we 
saw in Chapter II, many economic wastes creep into business operations 
because enterprisers are inefficient, failing to use the most advantageous tech¬ 
niques of production. The result is that costs are not as low as they might 
be, and maximum economy of production is not attained. 

A fourth obstacle to the attainment of economy by the price mechanism 
rests in the frictions of industry which prevent the rapid adjustment of de¬ 
mand and supply. If buyers and sellers were always alert and well informed, 
and if labor and capital were always perfectly mobile, no maladjustment 
between demand and supply could long endure, for prices would quickly 
reveal it, and as c]uickly correct it by the appropriate redirection of economic 
effort. Unfortunately, the process of readjustment may be so slow that de¬ 
mand and supply will remain out of balance for a long time, during which 
the prices of the commodities concerned will not be at their normal positions. 
There may be overinvestment in some kind of fixed capital, such as ship¬ 
yards. The excess equipment will depress the prices of ships and the value 
of shipbuilding equipment, but this will not bring about the needed reduc¬ 
tion in supply, for neither the ships nor the shipyards will soon wear out, 
and they cannot readily be converted to other uses. The result will be cheaper 
shipping rates to users, but losses to shipbuilders and shipowners. Again, 
the destruction of some crop—such as cotton, by an insect pest like the boll 
weevil—might raise the price of the product for several seasons without 
bringing about the needed increase in its output. An uncorrected scarcity of 
cotton would continue, while prices would be too high for consumers. So 
we see that, because of the slowness with which demand and supply come 
to equilibrium, prices, if left to themselves, may not distribute our resources 
to the greatest advantage. 

This obstacle—frictions in the adjustment of the economic process to 
change—^is being increasingly aggravated by certain tendencies toward in¬ 
flexibility of prices that are growing in the contemporary world. There are 
some prices, especially those which prevail in actively competitive markets, 
that move frequently and freely in response to changing conditions of de¬ 
mand or supply. Most agricultural commodities fall in this category. There 
are other prices which remain unchanged for fairly long periods of time. 
This is true of public utility rates, which are fixed by regulatory commissions. 
A change in these rates requires lengthy hearings and investigations, involv¬ 
ing much time and expense, so that these rates are very seldom altered. 
There are certain other commodities, especially those produced under condi- 
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tions of monopoly or oligopoly, which change but slowly. The price of steel 
rails, for instance, remains fixed for many months; it does not change from 
day to day or week to week. Wage rates are likewise inflexible, especially 
in strongly unionized occupations. Contrast this with the prices of cotton 
or wheat, which change from day to day (or even from hour to hour) on 
the organized commodity exchanges. The presence of the inflexible prices 
makes for maladjustment. When some prices move freely while others are 
kept rigid, the impact of any change affecting the price structure falls most 
severely on the flexible prices and throws them sharply out of balance with 
the others. Farmers are especially likely to be affected in this way because 
the prices of their products generally move more freely than those of manu¬ 
factured gcK)ds. 

The presence of monopoly is apt to distort the normal relationships 
among prices in another way. The tendencies toward economy in the price 
system that were explained were posited upon the assumption that prices 
would be fixed in a process of competitive bidding, but monopolistic prac¬ 
tices are now so prevalent in industry that many prices are artificially raised 
by restrictions on the output of certain commodities. This prevents the use, 
in the monopolized industries, of productive resources that could be econom¬ 
ically employed therein, and forces the excluded resources to be directed 
elsewhere, where they arc less valuable. The principle of opportunity costs 
is thus prevented from being fully operative. 

Finally, the defects in our monetary system, which were described in 
Chapters XIV and XV, interfere with the economic functioning of the pric¬ 
ing process. The uneven incidence of monetary inflation and deflation dis¬ 
torts normal price relationships and upsets the balance of sfiecific demands 
and supplies. Not until money is made neutral will this disturbing influence 
be removed. 

Removal of the Obstacles.—The above analysis indicates that there are 
certain tendencies toward economy in the price sy^^em, but that various 
obstacles interfere with their realization. For the most part, these obstacles are 
not inherent in the pricing mechanism as such, but arise out of certain 
characteristics of the economic setting in which the price system operates. 
Demand would be a better guide for production, for example, if consumers 
could be better educated and goods better standardized, along the lines sug¬ 
gested in the preceding chapter. The distortion of demand by'inequality 
of income is more difficult to grapple with, but in Part VII of this volume 
a program will be presented for achieving a satisfactory division of the na¬ 
tional income within the framework of the price system. Methods for dealing 
with wastes in the technique of production have already been outlined (in 
Chapter II), and in Chapters XIV and XV reforms were suggested which 
would eliminate monetary distortions of price relationships. We have also 
considered measures for dealing with monopoly. The frictions of industry 
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and the problem of inflexible prices may require comprehensive measures 
of general economic planning before they can be dealt with satisfactorily, 
but in such a system of planning we would surely want to use the mecha¬ 
nism of prices as a guide. 

From all this it appears that the price system will function well enough, 
provided that it has the proper environment to work in. We cannot expect 
prices to operate smoothly in a world of inequality, ignorance, uncontrolled 
exploitation, and monetary instability. However, if we can provide a more 
satisfactory environment for prices to work in, they can play a very useful 
part. In short, prices are merely the neutral mechanism through which the 
various aspects of our economy, both good and bad, find their expression. 
They are useful in an imperfect world; they will be even more useful in a 
more perfect one. 

This does not mean that the price system should never be interfered 
with. Cases arise where it seems wise for the government to step in to con¬ 
trol the prices of goods. There are other cases where it does step in when it 
might be wiser for it to keep out. We shall proceed to explore both of these 
situations. 

Normal Price as a Criterion of Fairness.—Proceeding, then, upon the as¬ 
sumption that the price system is to be retained as the guiding mechanism 
for industry, any program of price regulation would seek to promote, rather 
than to hamper, the maintenance of normal prices. If a price is to be regu¬ 
lated, instead of left to the mercy of the market, the object of the regulation 
should be to bring the price as nearly as possible to its long-run competitive 
norm, for that is the price which, under the ideal conditions we are seeking 
to establish, will promote the greatest economy in the use of our resources. 
The long-run normal price, we have learned, is equal to the average costs 
of production of optimum enterprises. Flere, then, is a criterion for price 
regulation. When it is necessary to fix a price by decree, let it be such as to 
cover the average costs of production in well-managed establishments. What 
this means, in practical application, we shall discover as we prcK:eed. 

Price regulation usually arises when particular prices are believed to be 
unfair to consumers or producers, as the case may be. The object of the 
regulation is to restore the price to what is regarded as a fair figure. We 
shall find that in practice this generally means a price which does not deviate 
very far from the cost of producing the commodity concerned. From this 
it may be observed that people generally recognize the close relation between 
prices and costs which our analysis reveals to be normal. Thus, common 
sense is in substantial accord with the findings of economic theory. In setting 
up normal prices as the criterion for price regulation we are, therefore, pro¬ 
posing a standard which will be regarded as fair by the general public. 
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B. The Control of Monopoly Prices 

Consumer Pressure for Price Protection.—When a particular price, or 
group of prices, rises much above the level to which consumers have been 
accustomed, the latter are very apt to rebel and press for some relief. Then 
legislators and congressmen are deluged with demands for action, and some 
legislation designed to check the rising prices is likely to result. Such agita¬ 
tion is not always reasonable, for if real costs of production are increasing 
because of changes in the conditions surrounding the affected industry, a 
higher price is necessary for the continuance of production. To prohibit it 
in these circumstances would be to drive the industry out of existence. 
However, if the object of the price control is to prevent profiteers from tak¬ 
ing advantage of a temporary shortage of some commodity at the expense 
of consumers, it may be justifiable to prevent the price from rising for the 
time being. Stock and commodity exchanges act wisely, for instance, when 
they suspend dealing in securities or commodities whose prices rise (or fall) 
precipitously. 

Price intereference on behalf of consumers is particularly justified where 
commodities are controlled by monopoly. Where such monopoly cannot be 
kept in check by the methods advocated in Chapter III, prices can only be 
kept equal to costs by government intervention. The consumer is entitled to 
this protection. Monopolistic practices are indeed the most frequent source 
of price regulation in the consumers’ interest. It will be instructive to 
examine the problem of price regulation under such circumstances. 

Public Utilities Rate Regulation.—In Chapter V we learned that there is 
a group of industries, known as public utilities, whose monopoly position 
is so secure, and which control necessities so important to the people, that 
their prices have long been subjected to regulation by the public authorities. 
Chief among these industries are transportation systems, telephones, tele¬ 
graphs, waterworks, gasworks, and electric power plants. Since the output 
of these industries constitutes well over ten per cent of our national income, 
the extension of price fixing into this field represents a substantial departure 
from the open-market pricing process. Regulation of them has quite gener¬ 
ally been intrusted to public utilities commissions. 

Public service corporations usually possess a complete monopoly of their 
respective products within the territory which they serve, and it is quite 
desirable that they should, for a community can usually be served more 
economically and efficiently by one system of street railways, one telephone 
system, or one water supply, than by two or more. But the existence of 
monopoly frees such corporations from competitive price-making influences, 
so that if they were not restrained they would be in a position to exploit 
the public by making exorbitant charges for their services. Hence, the prob- 
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lem which confronts the regulating authorities is essentially one of monopoly 
price. 

It will be noted that the goods supplied by public utilities consist in many 
cases of services, such as the transportation of merchandise or the provision 
of telephone facilities, rather than of material commodities—although water 
and gas fall strictly within the latter category. Perhaps because of the non¬ 
material character of these products, their prices have come to be known as 
rates. Nevertheless, rate regulation is essentially a process of price fixing, 
very similar in its nature to the pricing of commodities. 

The Bases of Rate Regulation.—According to the criterion we have 
adopted, the rates should be fixed at a figure equal to the optimum costs 
of producing the commodity or service concerned. The commissions and 
the courts, however, have generally held that rates established must cover, 
not the optimum costs, but the costs actually incurred in each particular case. 
The problem is to ascertain just what these costs are in the case of the par¬ 
ticular company whose rates are being considered. 

It is easy enough to ascertain the outlays which a company makes for 
raw materials, wages, repairs, maintenance, taxes, insurance, advertising, and 
other items which involve actual payments to other parties. It is not so easy 
to say what should be allowed to the company for its investment in the 
plant. A return to the enterprise for its investment and management is rec¬ 
ognized in economic theory as a cost, and it is recognized in the law and 
practice of rate regulation that such an allowance must be made. The legal 
rule is that the regulating authorities must fix rates high enough to yield 
the company a ‘‘fair return” on the “fair value” of its property “used and 
useful in the public service.” Since this return does not constitute an outlay 
fixed by market prices, the amount which should be allowed for it is a 
matter of judgment which presents difficult questions of equity and expe¬ 
dience. In current practice the return is computed, like interest, as a per¬ 
centage of the value which the stockholders have invested in the plant. No 
separation is made between interest, wages of management, and reward for 
risk, but a gross rate of profit is sought which will provide adequate com¬ 
pensation for these elements. This involves two problems: What is a fair 
rate of return; and what is the value of the investment to which this rate 
is to be applied? The latter question involves the difficult task of valuing 
the property of the corporation to be regulated, a task both intricate and 
technical. We shall consider this first before entering into a discussion of 
the fair return. 

Valuation of the Property. —The correct valuation of the property is of 
importance in rate regulation because if it is overvalued, the return, com¬ 
puted as a percentage of it, will be too high. It will yield excessive profits 
to the monopoly at the expense of consumers, who must pay higher prices 
for the service in order that this profit may be obtained. If the property is 
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undervalued, the return will not compensate the company adequately, and 
prices to consumers will be too low. Four possible bases for valuing the 
property suggest themselves, namely: (i) the par value of the company’s 
stock, (2) the market value of that stock, (3) the original cost of the com¬ 
pany’s plant, (4) the cost of reproducing that plant at the present time. 

The first method is clearly inappropriate. The stock of many corporations 
has no par value. Where it has one, the company may be overcapitalized, 
for stock watering has been a flagrant abuse in the history of many public 
service corporations. Then too, bad management may have caused the loss 
of some of the assets or depreciation of the company’s plant, so that the 
capitalization no longer represents the present value of the property. In 
such cases, rates of return based on par value would force consumers to pay 
returns on property which dex's not exist. In other cases there may have 
been appreciation of the company’s plant (e.g. through reinvestment of 
earnings), not reflected in the nominal value of the outstanding shares, in 
which event a return based upon par value would be unfair to the company. 

The market value of the company’s property, as reflected in the price 
of its shares^ is an equally unsatisfactory basis for valuation. The market 
value of any investment is based upon the return which the purchasers ex¬ 
pect to derive from it, and this return depends largely on the price which 
the company is now receiving for its product. If the price is already too high, 
the market value of the stock will be correspondingly great, and a price for 
its service fixed on the basis of such an excessive valuation will usually be 
as high as the price already prevailing. To fix prices on such a principle 
would involve the regulatory authorities in a circle, by which they would 
arrive at the same point from which they started. Let us suppose that a gas 
monopoly, whose plant actually cost $r00,000 to build, can, by charging ex¬ 
tortionate prices, get $16,000 in profits annually—a return of 16 per cent. 
Assuming that 8 per cent is a normal return to enterprisers for capital and 
management in such industries, it appears that this company is making dou¬ 
ble the profits to which it is fairly entitled. Its securities, other things re¬ 
maining equal, will sell for about double the cost of the plant, or $200,000. 
Suppose now that the regulating authority sets out to establish a fair rate 
for this corporation, and decides to allow it 8 per cent on its market value 
of $200,000. It will have to establish rates at exactly the level at which they 
now are, for no lower figure will provide a fair return upon such a value. 
Market value, therefore, fails to protect the consumers. Some other basis for 
rate regulation must be found. This narrows the problem to a choice be¬ 
tween original and reproduction cost. 

Original Costs (Prudent Investment) and Reproduction Costs. —Both 
terms may have a variety of meanings. Original cost may refer to actual 
expenditures incurred in constructing the plant and building up the business, 
including many items that were extravagant, wasteful, or even corrupt. On 
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the other hand, it may be confined to expenditures honestly and prudently 
made for property that is actually useful for providing service to the cus¬ 
tomers of the company. In the latter case, the term “prudent investment” is 
sometimes employed. Reproduction cost may mean the present cost of 
reproducing a plant identical with the present one, or it may refer to a sub¬ 
stitute plant more modern and, therefore, capable of producing the service 
more efficiently. It may even be construed to mean the cost of reproducing 
an identical plant under precisely the same conditions as the existing plant 
was constructed. In this case, it becomes practically the same as original cost. 

The commissions and the courts are tending more and more towards 
reliance on prudent investment as the most satisfactory principle of valua¬ 
tion, because it has the advantages of definiteness and stability. It is held to 
be fair to consumers, because it will require them to pay a return to the 
investors only for what it has actually cost the latter to provide plant facilities, 
without dishonesty or reckless extravagance; and it is believed to be fair 
to the companies, because it yields them a return on their actual investment, 
in so far as it was honestly and prudently made. However, this method is 
open to the objection that it does not allow for changes in the price level 
since the time when the plant was constructed. This means that those con¬ 
sumers who are served by plants that were built in periods of high prices 
must pay higher rates than those who are served by plants constructed when 
prices were low. This violates the law of one price. 

The reproduction cost principle has the advantage of being more adapt¬ 
able to changing conditions. It avoids the error of not making allowance for 
changes in prices and costs of construction. However, it has two practical 
disadvantages. First, it is uncertain and conjectural. What it will cost 
to reproduce a plant is a matter of estimate, on which the opinions even of 
expert engineers frequently differ widely. In particular, company engineers 
are likely to pad their estimates with every conceivable cost that will lead 
to high valuation, while those employed by the commissions, in their zeal 
to protect the public interest, may scale their estimates down to unreason¬ 
ably low figures. The second disadvantage consists in the fact that repro¬ 
duction cost is ever changing, requiring frequent revaluations from time to 
time, with corresponding alterations of rates. 

If competitive normal value is to be the criterion for rate making, then 
the reproduction cost of an efficient substitute plant should be the basis for 
valuation. In the price-making process of the market it is prospective costs, 
not past ones, that are controlling. Past costs are significant only for the 
light they may shed on what costs are likely to be in the future. Further¬ 
more, in competitive industries prices tend towards optimum costs—that is, 
towards the lowest average costs of an optimum plant. What it has actually 
cost to build other than optimum plants is of no significance in the long run, 
because the business will eventually go to those who supply the product 
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most cheaply. Competitors whose expenses are higher must meet the prices 
of optimum producers, or fail. 

If the reproduction cost principle is ever to be adopted, some methcxl of 
meeting the two objections to it must be found. As we make progress 
toward stabilizing the price level by suitable measures of monetary control, 
it will no longer be necessary to make frequent revaluations to compensate 
for changes in the purchasing power of money. That will meet one of the 
difficulties. As for the other, if the principle were once generally accepted, 
a technique for estimating reproduction costs that would be reasonable and 
just could probably be worked out on the basis of experience. Perhaps the 
actual construction costs of new plants being erected here and there from 
time to time could be used to figure what the reproduction costs in a given 
place ought to be. 

Intangible Values. Depreciation. —There are various other knotty ques¬ 
tions that arise in valuation matters. For instance, how much should be 
allowed to the company for expenses incurred in developing its business, 
such as securing franchises and building up an organization, that are not 
embodied in materal equipment? Some allowance should surely be made 
for actual costs of this kind, if honestly and prudently made; but no claim 
should be allowed for exclusive franchises or other monopoly values, nor 
for good will. 

Then there is the question of depreciation, which presents a twofold 
problem. In the first place, it is clear that the company should be permitted 
to include in its costs of operation some allowance for current wear, tear 
and obsolescence of its plant; but how much it is entitled to for this is a 
matter of controversy. We shall not go into the technicalities of this. Suffice 
it to say that the company should not be permitted to charge an excessive 
amount, in which there is concealed an element of monopoly profit. The 
second problem has to do with the matter of determining the fair value of 
the plant. Suppose the plant has been allowed to deteriorate in the past, so 
that it is not now in first class condition. Should something be subtracted 
from its original or reproduction costs because of this depreciation? The 
practice heretofore has been to make such a subtraction, but it would be 
more nearly in accordance with the norm of competitive markets not to do 
so unless the deterioration has reached a point where the service is impaired; 
for, under competitive conditions, a concern can get the same price a^ its 
rivals, so long as its product is as good as theirs, regardless of the condition 
of its plant. Depreciation will bring its own penalty to the company in 
time, if they have made no allowance to take care of it, through the gradual 
loss of the material means with which to render adequate service. 

The Gross Profits of Regulated Companies. Fair Return. —Included in 
the rates fixed by the regulating authorities must be an adequate (but no 
more than adequate) return to the investors and managers of the enterprise. 
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Fixing the fair value of the property does not answer the question of what 
this return must be. The regulating authority must still decide what wages 
of management (that is, salaries) can reasonably be paid to the executive 
officers of the corporation, and what is a fair rate of return to the investors. 

The concept of normal competitive price does not altogether determine 
the matter of salaries, because the market does not fix a normal wage for 
business executives. The public utility commissions must use their judgment 
here, refusing to allow the companies to include in their costs arbitrarily 
high salaries that conceal an element of monopoly profit, yet allowing a 
sufficient compensation to attract competent managers. 

The rate of return to investors must include both pure interest and reward 
for risks. Economic theory does not say what this rate should be in numerical 
terms. Comparison with market rates currently yielded in other industries 
is of some help here, but it is not definitive because it is not possible to find 
other cases that are closely comparable. In particular, the risks of public 
utility enterprises are less than those of unregulated industries, because the 
utility companies have an established monopoly position that is protected by 
the law. Probably the most practicable rule to follow here is to fix a rate 
of return just high enough to attract capital into the regulated industries. 

The Yardstick Idea,—Since the establishment of the Tennessee Valley 
Authority, the notion has become popular that such a governmentally con¬ 
structed and operated plant can be used as a ‘‘yardstick,” or standard, for 
determining reasonable rates. Conceivably the rates charged by private utili¬ 
ties could be fixed at the same levels which are found to be adequate in 
publicly owned establishments. This method would have the great advan¬ 
tage that it would sidestep the difficult problems of valuation and fair return. 
The notion is not an unreasonable one if the government plant is efficiently 
constructed and operated. It then might be taken as equivalent to the opti¬ 
mum plant of competitive industries, and thus, as an indication of the 
optimum costs toward which prices might be expected to gravitate if the 
industry were on a competitive basis. However, if this yardstick method is 
to be used, the methods of accounting employed must be comparable to those 
which would be good practice for a private enterprise, and the government 
must not take advantage of especially favorable circumstances which it enjoys, 
such as low interest rates, that are not possible for private enterprises. Neither 
must it allow some costs to be charged up to other activities that could not 
be so diverted by a private company. For instance, if a dam is constructed 
by the government both for generating electric current and for flood control, 
it might be difficult to say what part of the costs should be charged to the 
latter purpose. If too much is .so charged, comparison of the costs with those 
of a private electric power plant might not be fair to the company. 

Specifk Rates and the Problem of Price Discrimination.— -The determina¬ 
tion of what constitutes a fair return on the fair value of the property in a 
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given case merely fixes the general level o£ rates which should be allowed. 
It establishes a criterion for the rate schedule as a whole, but it does not 
determine the rates in detail. Many public service corporations produce more 
than one good, and nearly all have difTerent classes of customers to serve. 
To illustrate: railroads transport both freight and passengers; a water system 
supplies water for both fire hydrants and household use; gas is used for both 
industrial fuel and domestic cooking and heating. The companies usually 
differentiate between their difTerent classes of customers, charging different 
rates according to circumstances. For instance, an elaborate system of classi¬ 
fied freight rates is in use on American railroads, differing according to the 
type of commodity carried. Gas companies commonly sell gas at relatively 
low rates to industrial users (where the companies have to compete with coal 
and oil used as industrial fuel) and at somewhat higher rates to households 
(where the gas is used principally for cooking—the only real competition in 
this case being from electricity, whose high cost as a cooking fuel makes the 
competition less effective). Electric and tele})hone companies commonly dis¬ 
criminate between those who telephone at the busiest (“peak”) hours, and 
those who use their phones at slack (“off-peak”) periods. These cases raise 
the problem of distinguishing between reasonable and unreasonable price 
discrimination. 

This is a problem that arises mainly out of the monopolistic character 
of the utility industries. In open competitive markets, the law of one price 
commonly prevails. It is made effective by the fact that, where there are 
many sellers whose prices arc openly known, a buyer always may have re¬ 
course to the lowest seller. This compels all other sellers to meet his price. 
However, where there is a monopoly, the buyers have no such rccoursSe. This 
tempts the monopolist to take advantage of his position by charging a high 
price to those customers whose need is greatest or who can afford to pay 
the most (thus getting a large profit on those sales), while taking on addi¬ 
tional business at less profit by selling at lower prices to those buyers who 
are at or near the margin on the demand curve. Monopolies can do this 
more easily if the lower prices to the favorite customers are kept secret, as 
was the case in the secret rebates which were once so prevalent in American 
railroad practice. In all the public utilities the danger of unreasonable dis¬ 
crimination is present unless it is prevented by the government; hence, the 
scrutiny of specific rate schedules is an important part of rate regulation. • 

Fair and Unfair Price Discrimination. —The problem is complicated by 
the fact that some kinds of discrimination in rates are reasonable and proper. 
For example, some commodities hauled on freight trains require more space 
in proportion to their weight than others, and some require special care in 
handling. It would hardly be fair to compel the railroads to fix a flat rate 
per ton-mile for all commodities. Again, some people use electricity at the 
busy hours of the day, when the load on the power plant is at its peak, while 
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others use it chiefly in the slack hours. The company must maintain a plant 
of sufficient capacity to meet the peak load, yet much of this capacity will 
be idle in the off-peak period. It is in the interest of social economy to reduce 
this idleness, encouraging the off-peak use of electricity by low rates, while 
charging a higher rate to the peak users, whose concentrated demand is 
what necessitates the extra plant capacity. 

There are economic principles which can be applied to develop rules for 
distinguishing between fair and unfair price discrimination. In supplying 
different classes of customers, there are usually two groups of costs. There 
are separate costs, directly occasioned by each particular class of buyers, and 
common costs, associated with the operation of the business as a whole, but 
not separately chargeable to any one group of customers. For example, such 
items as reading meters and the rendering and collection of bills are clearly 
chargeable to the customers directly concerned, while such fixed factors as 
administrative salaries, insurance, interest on capital, and taxes, are com¬ 
mon costs. 

The first rule here is that each class of customers should pay its own 
separate costs, for if any good is sold at less than the cost clearly incurred 
in producing it, the principle of opportunity costs is violated. This provides 
a basis for reasonable discrimination between the different classes of users. 
For example, if it can be clearly demonstrated that it costs more to transport 
passengers than freight, or to serve domestic than industrial users of gas, 
or more for retail than for wholesale buyers of a commodity, the high 
cost users in each case may properly be charged a higher rate. 

The real problem concerns the common costs. Here a distinction must 
be made between those cases where the economic theory of joint supply 
can be applied, and those where it cannot. A true case of joint supply is 
one in which, in the making of one product, another is necessarily produced. 
For instance, both gas and coke are produced simultaneously in the one 
process of heating bituminous coal, so that the cost of the two commodities 
cannot be separated up to the point where they emerge from the ovens. In 
such cases, the rule of the competitive market is that whichever of the two 
(or more) products is in greatest demand must bear the major share of the 
joint costs, the other product being sold for whatever price it will bring. This 
rule is conducive to social economy because, since the less valuable good 
occurs incidentally and necessarily as a by-product, it is better to sell it for 
whatever it is worth than to throw some or all of it away. 

Now this principle is applicable to different users of the same commodity, 
if their demands come at different hours of the day or different seasons of 
the year. To illustrate, electricity for domestic lighting is used chiefly in 
the early hours of the evening. If a power plant has been built primarily 
to serve this demand, it must have sufficient capacity to meet the load that 
comes at the hour of greatest use. As a result, there will be excess idle 
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capacity at other hours. This idle capacity is a true joint product. It is a nec¬ 
essary result of supplying the peak service to customers. It is, therefore, sound 
economy to utilize this capacity to serve other customers at lower rates, if 
such rates are necessary to attract off-peak business. This discrimination is 
not injurious to the peak users; on the contrary, it is actually beneficial to 
them. For, if the extra business were not taken on (and it would not be 
if it were charged a higher rate), the peak users would have to bear all the 
burden of the fixed plant costs; whereas, if the rates to off-peak users are 
low enough to attract their business, these users will bear a part of the over¬ 
head, so that the rates to the peak users can actually be reduced somewhat. 
At the same time, the social income is increased by the amount of extra 
electricity that is thus produced and used. The same principle justifies some 
discrimination in rates between day and night users of telephone and tele¬ 
graph services, and it applies to a railroad or motor-truck company, where 
its cars or trucks are heavily loaded when moving in one direction, but 
which have excess capacity for the return trip. There are many other cases 
where it can also be applied. 

Where the common costs are not truly joint, there appears to be no rea¬ 
sonable basis for allocating them unevenly between different classes of cus¬ 
tomers. Here the only fair principle is to divide them equally. This will 
apply, for example, where the peak load of different users comes at the same 
time, as in the case of domestic and business subscribers using telephones in 
the daytime. 

Legislative Treatment of Price Discrimination.—^There has been a good 
deal of legislation, both federal and state, designed to protect consumers 
from unreasonable price discrimination. The Interstate Commerce Act (1887) 
forbade railroad rebating, and the Clayton Act (1914) prohibited price dis¬ 
crimination between different purchasers in domestic trade where its effect 
is to restrain competition or create monopoly. The Robinson-Patman Act 
(1936) forbids discounts on quantity purchases which are not based on 
actual differences in the cost of filling such orders. There are various state 
laws of similar content. In trying to enforce these laws, the Interstate Com¬ 
merce Commission, the Federal Trade Commission, and the public utility 
commissions of the various states have been groping toward some standard 
by which to judge between reasonable and unreasonable discrimination. The 
tendency has been to rely, as far as possible, on differences in costs, where 
such differences can be found, but no clear-cut principle has been developed 
by these bodies for dealing with those costs that are truly common. As a 
result, there is probably much that is arbitrary and unfair in existing public 
utility rate schedules, and especially in the classified freight rates that arc 
in effect on our railroads. The rules developed above seem to offer the proper 
solution here. They afford definite criteria that are capable of practical 
application. 
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Collusive Price Agreements.—^Where, as in the cases so far considered, 
the existence of monopoly is clearly apparent and unavoidable, the protection 
of consumers from unfair prices presents a clear-cut problem. The monopo¬ 
lies can be legally recognized as such and a public body created to fix the 
prices of its products. It is probable that this technique will be extended as 
the monopolistic character of more and more industries is recognized and 
they are placed in the category of public utilities. However, there are many 
cases, lying somewhere between monopoly and competition, where prices 
may be higher than costs, so that the consumer is open to exploitation from 
which he is entitled to some protection. Under our antitrust laws, combi¬ 
nations in restraint of trade are prohibited, and agreements among ostensibly 
competing businessmen, fixing the prices at which they will sell their prod¬ 
ucts, are illegal. However, it is sometimes very difficult to establish the facts 
in such cases. Various devices, such as informal agreements, open-price as¬ 
sociations, price leaderrhip, and the like (described in Chapter III) may lead 
to consumer exploitation without being readily discovered. Ingenious new 
schemes are evolved by astute lawyers or cunning business executives from 
time to time, which have the effect of maintaining prices at certain figures 
while not appearing to do so. 

Under our present laws it is the duty of the authorities to prosecute if the 
existence of price agreements can be clearly shown, and the Federal Trade 
Commission has power to prohibit such practices. However, it is difficult to 
enforce such laws because price agreements can be made in such a way 
that it is hard to prove their existence. No public body has yet been given 
the authority actually to regulate prices in cases of this kind, but the time 
may come when the Federal Trade Commission may be clothed with such 
power in industries where it finds that the competitive price-making forces 
are ineffective in protecting consumers. 

Retail Price Maintenance and Exclusive Contracts.—There is a practice, 
known as retail price maintenance, that is quite common in American in¬ 
dustry. It consists in the sale of branded commodities to the final consumer 
at retail prices stipulated by the manufacturers. Since this is only possible 
where the commodity is protected by patents or trademarks which permit 
the product of a particular manufacturer to be clearly identified, it is of a 
quasi-monopolistic character. While it is claimed that the practice has the 
advantage of promoting stability and protecting dealers against ruthless price 
cutting (as explained in Chapter VI), it may be abused in that prices are 
sometimes set so high that the consumer is exploited and exorbitant profits 
are realized by both manufacturer and dealers. This is undesirable. 

Under present laws it is legal for a manufacturer to fix the retail price 
of his product, and in some states laws have been passed making it illegal 
for dealers to sell such products at less than the prices so fixed. The United 
States Supreme Court has ruled that these laws are constitutional. However, 
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certain questionable methods of enforcing adherence to prices set by the 
manufacturers, and of punishing dealers who sell below that price, are 
illegal. In particular, exclusive contracts, by which manufacturers of standard 
products bind their dealers not to handle the similar products of competing 
manufacturers, are illegal under the antitrust laws. It is apparent that such 
contracts constitute a method of unfair competition which can be used to 
give to the manufacturers employing it a monopoly in their trade. This 
weapon has in fact been so used by some of the monopolies in our history. 

Economy would seem to require that dealers be allowed to sell goods 
at as low a price as will cover their costs. To permit manufacturers to force 
a higher price is to deprive consumers of the advantage of low cost methods 
of retailing (such as those of the chain stores) and to encourage the sur¬ 
vival of inefficient retailers who are protected from price-cutting competitors. 
This is wasteful. There may be some reason to protect dealers from com¬ 
petitors who offer certain commodities (known as “loss leaders”) at prices 
below cost, merely as an advertising device to attract customers into their 
stores; but, in general, the laws encouraging the maintenance of retail prices 
at figures fixed by manufacturers constitute a dubious policy. Serious ex¬ 
ploitation of the consumer is not likely to arise from this type of activity, 
however, for if the prices of trade-marked goods are fixed at too high a 
figure in industries where there is some measure of competition, the oppor¬ 
tunity for profits so occasioned is likely to attract competing products into 
the market at lower prices. So the policy of price maintenance may defeat 
itself. 

Basing-Point Price Systems.—There has been a great deal of controversy 
over the practice, prevailing in some industries, of quoting delivered prices, 
made up of the mill price at certain manufacturing centers, known as 
basing points, plus freight charges to the place of delivery. For instance, 
Pittsburgh is an important basing point for steel. If an automobile man¬ 
ufacturer in Detroit purchases steel, he must pay a price equal to the 
price at the mill in Pittsburgh, plus the freight from that city to Detroit, 
although the steel may actually come from a Detroit steel plant. A similar 
practice prevails in a number of important industries, including cement, 
sugar, lumber, glass, rubber, paper, and some of the metals. Usually basing 
points are established at the principal centers of production. Purchasers then 
pay the mill price quoted at the basing point nearest to them, plus freight 
to the place of delivery, and all producers (wherever located) will charge 
him that same price. A mill located between two basing points, and deliver¬ 
ing its products in the territory covered by each, may thus quote different 
prices to different customers. For instance, a steel mill located in Detroit will 
sell alloy steel bars in South Bend, Indiana (where Studebaker cars are made) 
at the Chicago price plus freight from that city to South Bend, but it will 
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sell steel in Buffalo at the Pittsburgh price plus freight from that city to 
Buffalo. 

While the basing point system does not necessarily do away with all com¬ 
petition in an industry, it does restrict its operation, for it means that manu¬ 
facturers quote prices based, not upon their own costs of production, but upon 
quotations reached by a certain measure of trade agreement. It permits a 
given plant to charge a high price on its local trade, affording it a substantial 
profit which it cannot get on its business in other cities. The Detroit steel 
mill, for instance, is able to pocket the freight charges which the Detroit cus¬ 
tomers must pay. This involves discrimination against those customers lo¬ 
cated in Detroit in favor of those located in Pittsburgh. Pittsburgh manu¬ 
facturers pay the Pittsburgh price for their steel, without the addition of 
freight charges, but manufacturers in Detroit must pay the Pittsburgh price 
plus the freight charges, even though the steel is manufactured in Detroit. 
They are prevented from taking advantage of the economy presumably 
effected by the local manufacture. The strongest objection to the basing- 
point system is that it interferes with the geographic division of labor, for it 
encourages the concentration of industries near the basing points for their 
principal raw materials, when it might be more economical for them to 
locate elsewhere. A fairer system would be for every plant to quote prices 
f.o.b. the point of manufacture, allowing the customers to buy where they 
please and pay the freight themselves. Under such an arrangement, prices 
are more likely to be based on actual costs, and production is more likely 
to be guided economically. 

The legal status of the basing-point system is somewhat uncertain. Prior 
to 1945, if the basing points were sufficiently numerous and scattered, the 
courts would uphold the system, but not otherwise. In 1924 the Federal 
Trade Commission succeeded in breaking up the “Pittsburgh Plus” plan, by 
which all steel buyers, no matter where kxiated, were compelled to pay 
the Pittsburgh price plus freight to the point of delivery. A multiple basing- 
point system was set up in its place. The commission attempted to break 
up the basing-point system in the Portland Cement industry, but it was 
overruled by the Supreme Court. In 1945, in the important Corn Products 
Refining Company case, the Supreme Court unanimously declared illegal the 
basing-point system in the corn products industry. On the basis of this de¬ 
cision it seems likely that other basing-point systems will be outlawed, al¬ 
though the exact significance of the court’s pronouncement is still in doubt. 

Summary 

It is the function of the price system to guide and balance production. 
By “price system” is meant the price relationships between particular goods 
(values)—not the general level of prices. Justice requires that particular 
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prices be fair to all parties. The competitive pricing process, which equates 
supply and demand at marginal costs in the short run and at optimum costs 
in the long run, makes for economy by directing production towards the 
channels of greatest demand, on the principle of opportunity costs. However, 
the following obstacles interfere somewhat with this economy: (i) con¬ 
sumers’ demand does not always represent wise choices; (2) inequality of 
incomes diverts production from the needs of the poor to trivial whims of 
the rich; (3) inefficiencies in production prevent costs from falling to their 
optimum; (4) frictions prevent perfect adjustment of supply to demand; 
(5) inflexible prices aggravate this maladjustment; (6) monopolies prevent 
prices from reaching their competitive normals; and (7) our unsatisfactory 
monetary system, with its inflation and deflation, distorts price relationships. 
Given a program for removing these obstacles, the price system would con¬ 
stitute a satisfactory guide; therefore, normal competitive prices can be ac¬ 
cepted as a criterion of fairness. Where it is necessary for the government to 
regulate prices, this criterion should be followed. 

Price interference to protect consumers is needed in cases of monopoly, 
especially in public utility industries. Here the price should be fixed as close 
to optimum costs as possible, but court decisions require that each company 
be allowed a fair return on the fair value of its property. Par value and 
market value of securities are clearly inadequate bases for determining fair 
value. Original cost (prudent investment) is preferred by many because of 
its stability, but this makes no allowance for price level changes. Reproduc¬ 
tion cost is objected to because of its uncertainty and instability, but it is 
most nearly in accord with competitive normal pricing principles. The rate 
of return allowed on the fair value should include pure interest and reward 
for risks. A good rule is to allow just enough to attract capital into the 
regulated industries. Another method of determining reasonable rates (one 
which sidesteps the vexatious problem of fair value) is to use the costs of 
governmentally constructed and operated plants as a standard, or “yardstick.” 

Where there is a monopoly, unfair discrimination in prices must be pre¬ 
vented by regulation. Discrimination is fair only where (i) there are clearly 
distinguishable differences in the costs of serving different classes of custom¬ 
ers, or (2) where there is a true case of joint supply. There are various 
collusive price agreements, falling short of complete monopoly, which also 
present abuses that are difficult to prevent. The practice of price mainte¬ 
nance, in which manufacturers set retail prices, encourages high prices and 
protects inefKcient retailers, but is permitted under existing law. Exclusive 
contracts, however, are illegal. Basing-point price systems interfere with 
economy by preventing the full development of geographical specialization. 
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planation of the Causes of Economic Welfare (second edition, London, 1924). 
Gustav Cassel develops some aspects of the problem quite effectively in the first 
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CHAPTER XX 


Agricultural Price Problems, and Wartime 
Price Controls 


A. Control of Agricultural Prices 

The Pressure for High Prices.—Because competition tends to keep prices 
equal to optimum costs, it limits the possibilities for gain. Producers seek to 
escape this check to their ambitions by securing some monopolistic or differ¬ 
ential advantage. If they cannot obtain profits which they consider adequate 
by ordinary business activities, they may bring pressure to bear on the govern¬ 
ment for protective tariffs that will shield them from foreign competition, or 
for direct subsidies out of the public treasury. Or, they may agitate for legis¬ 
lation which will maintain prices at more lucrative figures. Especially when 
prices are falling there is strong pressure for government action to fix mini¬ 
mum prices which will save producers from loss. Enterprisers in declining 
industries may attempt to stave off the inevitable effects of shrinking sales 
by governmental aid of one kind or another. During the great depression 
of the nineteen thirties there was so much agitation of this sort that measures 
designed to keep up the prices of many commodities were adopted through¬ 
out the world. Controls so established at times of stress are likely to be main¬ 
tained long afterwards, for producers, once freed from some of the effects of 
competition, are loathe to relinquish the advantages of prices that have been 
artificially boosted for their benefit. Hence what began as emergency legisla¬ 
tion continues as a permanent policy. 

Following the First World War, and particularly after 1929, a number 
of attempts were made in various parts of the world to control artificially 
the prices of certain staple commodities, including wheat, sugar, rubber, 
coffee, petroleum, zinc, tin, lead, cotton, nitrates, tea, and aluminum. In some 
cases the efforts at control were confined to one country, in others they were 
international in scope. In the United States there was put into effect an am¬ 
bitious program for the control of several staple farm crops (including 
wheat, corn, cotton, and tobacco) for the purpose of raising their prices. It 
will be instructive to consider several of these cases. 

The Case of Rubber.—When the growing use of automobiles created a 
tremendous demand for rubber tires, rubber growing became so profitable 
that large plantations were started in the British and Dutch East Indies, 
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which sooa became the principal source of the world's supply. Too many 
trees were planted, however, as a result of which the price of rubber, which 
in 1912 had averaged $1.12 per pound, fell to in 1922. With heavy losses 
confronting its rubber interests, the British Government passed legislation 
designed to raise the price of rubber. The law restricted the exportation of 
rubber from British colonies to a certain percentage of the estimated “stand¬ 
ard capacity” of each plantation, this percentage varying with the price of 
rubber in London. The restriction was made effective by a prohibitive tax on 
all exports in excess of the percentage of capacity established. At one time 
producers were allowed to market only sixty-five per cent of their standard 
output. Since Britain then controlled two-thirds of the world’s rubber supply, 
this curtailment of exports succeeded in raising the world price of rubber 
for a considerable period. The increased price, however, stimulated an in¬ 
crease of rubber planting outside of the British Empire. There resulted an 
increase in the supply of rubber, which again lowered its price and defeated 
the efforts at control. For a time the British were forced to abandon their 
scheme, but in 1934 a treaty was effected between Great Britain, the Nether¬ 
lands, FTance, India, and Siam, which set up a plan of international control 
along similar lines. The quotas were then fixed by an International Rubber 
Regulation Committee instead of by the British alone. This plan was operat¬ 
ing successfully up until the Second World War, but there is no telling how 
it would have worked out in the long run. There were other regions (such 
as Brazil) that might have become potential competitors under the stimulus 
of a profitable price, and the synthetic rubber industry (then in its infancy) 
would have a more favorable opportunity to develop, the higher the price of 
rubber was forced. 

The Case of Coffee.—By similar measures, in the nineteen twenties the 
Brazilian government undertook to protect its coffee growers from disastrous 
fluctuations of coffee prices. These fluctuations are likely to be very violent, 
because the coffee crop is subject to extreme variations from weather condi¬ 
tions. To offset this, the government required all coffee to be delivered to 
its warehouses, whence it was released for export only in sufficient quantities 
to maintain a price regarded as satisfactory. During the early years of the 
plan, it was possible to hold over enough of the surplus crop of good harvests 
until times of shortage, thereby stabilizing the price from season to season. 
The semimonopoly position of Brazil, which produces two-thirds of the 
world’s coffee supply, led to this apparent success. However, the price was 
held so high that the same results followed as in the case of British rubber. 
New coffee trees were planted both within Brazil and elsewhere, so that it 
became necessary to hold so much coffee in storage to maintain the prices 
established that coffee prices were finally forced down. The government then 
resorted to the destruction of surplus coffee. As many as 14,000,000 sacks of 
coffee were burned or dumped into the sea in a single year. This is about 
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equal to the annual coffee exports of the country, and about half of a good 
year’s crop. When it is realized that this coffee had to be paid for out of 
taxes levied on the Brazilian people, the terrific cost of the program v^ill be 
apparent. The plan could not have been maintained very long without the 
cooperation of other coffee producing countries. During the Second World 
War, an international program of control was put into effect. It remains to 
be seen how this will work out in the future. 

Overcapacity in American Agriculture.—For some decades a condition 
of overcapacity has existed in American agriculture, as a result of which 
the prices of many farm products have declined in relation to (or have not 
risen in proportion to) other prices. This overcapacity is the result of several 
factors. For one thing, the liberal public land policy of our federal govern¬ 
ment has encouraged the continued opening up of new lands for farm use. 
Another potent cause has been the striking improvements in agricultural 
machinery and methods of farming that have taken place within the past 
generation, constituting a veritable industrial revolution in agriculture. Agri¬ 
cultural schools and colleges, government bulletins and farm agents, and 
farm magazines have hastened the adoption of the new methods. Then, 
during the two world wars, the stimulus of temporary increases in European 
demand for American farm products led to the extensive conversion of 
grazing and other lands to staple crops, with a marked expansion of durable 
agricultural equipment. Since there has not been a permanent increase in 
the demand for farm products commensurate with this growth, the prices of 
agricultural commodities have been forced down below the costs of marginal 
farmers, and perhaps in some cases even below optimum costs. 

There are natural forces inherent in the price system that would tend 
to correct this condition in time. Low prices, by causing the farmers to lose 
money, would gradually drive them into other occupations, until the output 
of farm products was brought into balance with the demand. Something of 
this sort has in fact been taking place. For a long time there has been an 
exodus of people from our farms, induced by the low standards of living 
prevailing there as compared with those enjoyed by urban populations. But 
this process of adjustment has been slowed up by the fact that, when lands 
have once been improved, with farm buildings erected and families settled 
upon the farms, the corrective action is very slow. It has actually been .re¬ 
versed from time to time by such events as the two world wars, which 
temporarily restored a considerable measure of prosperity to the farmers, 
and by business depressions, which drive unemployed city workers back to 
their childhood farm homes, where they can help to raise food with which 
to sustain themselves. Hence, a general condition of overcapacity has per¬ 
sisted, with a resultant depression of farm prices. The distress occasioned 
by low farm incomes has led to great pressure from rural districts for govern¬ 
ment action to bring prices to more profitable levels. 
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First Proposals for Agricultural Price Control The Federal Farm Board. 

—A number of the measures first proposed were based upon the general 
principle that the federal government should guarantee a high domestic 
price for certain basic farm crops by buying the surplus which could not be 
sold at these prices. This surplus was then to be sold in foreign markets for 
whatever it would bring. It was expected that there would be a loss on such 
exports, but this was to be recouped by some sort of tax or fee which would 
come, in the last analysis, out of the pockets of the taxpayers. In substance, 
this meant that the general public was to be taxed to pay a subsidy to the 
farmers. In 1929, a Federal Farm Board was created to carry out such a 
plan, among other objectives. It was given five hundred million dollars, 
which it used to finance a Grain Stabilizing Corporation which bought part 
of the wheat and cotton surpluses, hoping thereby to raise the prices of those 
commodities. However, it could not cope with the prevailing condition of 
world depression. In spite of its efforts, wheat and cotton prices continued to 
fall sharply, and the board found itself with great stocks of both commodities 
on its hands which it could not dispose of without heavy losses. The opera¬ 
tions of the board were so unsatisfactory that in 1933 it was abolished and 
a new farm relief plan, under the Agricultural Adjustment Administration 
(AAA), was inaugurated. 

The Agricultural Adjustment Program.—This program was adopted by 
the Roosevelt administration following the great depression of the 1930’s. 
After some experiment and modification, it seems now to be established as 
a permanent policy. Its announced objective is to maintain the “parity” of 
farm prices with those of nonfarm commodities. Parity is defined as that 
relation between the prices of the two groups of commodities that prevailed 
during the period 1909 to 1914. That is, if nonfarm prices in a given year 
have risen to, say, ten per cent above their 1909-1914 index, then farm prices 
are to be forced up by a like percentage. 

Under this program farmers are encouraged to withdraw part of their 
acreage from the cultivation of staple crops and to devote the lands so with¬ 
drawn to soil conserving purposes, such as the growing of legumes or the 
planting of trees. As an inducement, the federal government makes “parity 
payments” of a certain amount, per acre withdrawn, to those farmers who 
make the withdrawals. Since these payments come out of the federal treas¬ 
ury, they arc borne by the tax-paying public at large. A second part of the 
program consists in the fixing of market quotas for individual farmers when 
estimates of the Department of Agriculture indicate that the prospective 
supply of certain crops is likely to be so large as to depress prices below 
parity. These quotas are adopted only if they are supported by a favorable 
vote of at least two-thirds of the affected producers. When the quotas are 
once established, fines arc imposed on those farmers who market supplies 
in excess of their quotas. Thirdly, the program embodies the principle of 
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an “ever normal granary,” by which surplus crops that occur in years of 
abundant harvest are withdrawn from the market and stored, ostensibly for 
later release in years of shortage. This is accomplished by loans of federal 
funds to farmers on very favorable terms for the purpose of financing such 
storage. Finally, the Department of Agriculture is given thirty per cent of 
the gross revenues derived from import duties for the purpose of buying up 
and disposing of surpluses. Some of the commodities so acquired are do¬ 
nated to state welfare agencies to be given away to the needy poor. Some 
are given to school authorities to provide school lunches for undernourished 
children. Some arc disposed of through the food stamp plan which will be 
described below. 

Under this program, farm incomes during the period between the two 
world wars were substantially increased by the combination of higher agri¬ 
cultural prices and government parity payments. Farm prosperity was 
further improved by the great demand for agricultural raw materials and 
foodstuffs during the Second World War. 

Critical Appraisal of Minimum Price Control Measures.—If these various 
measures of minimum price control are examined in the light of experience, 
and on the basis of their desirability as a means of promoting sound econ¬ 
omy, certain observations and principles emerge: 

(i) Undoubtedly there are situations in which measures of intervention 
to protect producers from disaster resulting from low prices may be desirable. 
The existence of overcapacity in an industry (such as agriculture) where the 
process of adjustment is likely to be slow and painful, is one such situation. 
The corrective action of free prices in such cases is unnecessarily cruel. Intel- 
ligent governmental intervention to ease the readjustment is in line with 
the trend toward replacing the spontaneous forces of free enterprise by 
centralized planning and guidance. Also, in times of unusual depression 
there is some justification for giving temporary relief to industries that are 
especially hard hit, provided they are not in a position of permanent over¬ 
capacity. If the normal output of the industry is no more than sufficient 
to meet the demand in ordinary years, it would be unfortunate to have some 
firms driven out of business by a temporary depression. “What is wanted 
here is to enable whole bodies of existing producers to weather the storm, 
so that there may be no destruction of capacity which will be required when 
the demand recovers to its previous level, as it may be expected to do in 
due course. Under laissez faire, the trouble is that perfectly efficient producers 
may be sunk by the temporary violence of the storm, and when the storm 
is over, other similar ships will have to take their place.” ^ Here, of course, 
only temporary control is justified. The difficulty is that controls once started 
to meet emergencies are likely to be continued indefinitely if they succeed, 

^ J. W. F. Rowe, “Artificial Control Schemes and the World’s Staples,” in Index (a publica¬ 
tion of Svenka Handelsbanken, Stockholm) for April, 1935. 
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and the prices aimed at are likely to be considerably above the optimum 
costs of production. Finally, there is much to be said in favor of a general 
policy of industrial planning to prevent the occurrence of over- or under- 
capacity, and to preserve a balance between the supply and demand of com¬ 
modities. 

(2) In all these cases the ultimate objective of intervention should be the 
restoration of prices to their normals. In other words, the prices aimed at 
should be as close to the optimum costs as possible. For practical purposes, 
the costs of modal producers should probably be taken as the criterion. 
Prices should not be fixed high enough to protect inefficient producers. The 
idea that the price relationships prevailing in some base period can be taken 
as a norm toward which to aim is not consistent with this objective. In the 
actual world it would be practically impossible to find a time when price 
relationships are in close conformity to their normals, and even if they were, 
these relationships would not be valid for a subsequent period, because 
normal prices vary through the years. This reasoning is applicable to the 
parity concept on which our Agricultural Adjustment Program is based. 
There is no reason to think that the relation between agricultural and non- 
agricultural prices from 1909 to 1914 was a normal one, and even if it was, 
it might not be normal for today. In an industry where technological im¬ 
provement is as rapid as it has been in agriculture in recent decades, prices 
ought logically to be falling in relation to other industries where new 
methods have been less revolutionary. 

(3) Generally speaking, each industry should stand on its own feet. Ex¬ 
cept for temporary relief in times of unusual stress, it should not be sub¬ 
sidized by largess, such as parity payments from the public treasury. When 
the prices of an industry have been brought to equality with optimum costs, 
the factors used in the industry are being paid what they are worth to the 
social economy by the test of opportunity costs. A temporary subsidy to meet 
special emergencies may sometimes be justified, but this remedy should be 
used with great caution because it is likely to create a pressure for continu¬ 
ance of the subsidy long after the emergency has past, and it is likely to 
retard the readjustment of supply to demand by making the subsidized in¬ 
dustry prosper in spite of its overcapacity. 

(4) Where there is basic overcapacity in an industry, attempts to force up 
the prices of its products by withholding part of the output from the market 
after the goods have been produced are likely to fail because they do not get 
at the source of the trouble, which is overproduction. By making a farm 
crop profitable in spite of its excessive supply, such measures encourage a 
further increase in the output, thereby aggravating the problem. The cases 
of rubber, coffee, and the United States Farm Board support this observation. 
Furthermore, such measures are uneconomical because goods once produced 
are wealth if they are worth anything at all above the cost of harvesting and 
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processing them. Society is, therefore, poorer if they are destroyed or wasted 
It is better for the community for them to be sold at whatever price they will 
bring, and thus be put to some use, even if the price does not cover all the 
costs of their production. 

(5) The only effective remedy for overcapacity is to withdraw some labor 
and capital from the industry concerned. Temporary relief must not be 
used in such a way as to prevent or unduly prolong such withdrawal. The 
government can ease the process of curtailment by helping to find opportu¬ 
nities elsewhere for the productive factors that are being displaced. The 
reasoning of Say’s law supports the view that these factors can be utilized 
in the economy to produce goods that will repay their costs, except in the 
condition of restricted opportunities visualized by Keynes, and even then 
there are always possibilities for public investment by means of which all 
our socially useful resources can be employed. In the case of agriculture, the 
conversion of extramarginal lands to forests, flood control, soil-conserving 
crops, public parks, and the like is all right, provided the need for these 
things can be demonstrated, and provided also that the policy is not used as 
a screen for holding in idleness land whose cultivation for ordinary crops 
would be socially desirable. 

(6) Even where overcapacity has been eliminated by spontaneous adjust¬ 
ments or careful planning, such industries as agriculture are bound to have 
occasional temporary surpluses due to unpredictable weather. In such cases, 
it is good economy to store the excess for later release in years of short crops. 
Professional speculators do a certain amount of this as a matter of good 
business, but it can be argued that it can be done better by the government, 
because it can take a longer view of the future and so balance good and bad 
years over a greater stretch of time. The argument is valid, but there is 
always a danger that the storage of surpluses will be used to protect agricul¬ 
ture from the penalties of overcapacity, thus perpetuating a condition of 
overproduction that increases the size of the crops in storage to an amount 
far exceeding the needs of lean years. Pressure will be brought by the in¬ 
dustry to prevent the surplus from ever being thrown back on the market, 
with the result that it must be disposed of wastcfully, at great loss to the 
taxpayers who paid for its original withdrawal. Since this has always been 
the outcome of such schemes in the past, their use is of doubtful wisdom. 

The Food Stamp Plan.—^Another method of disposing of surplus crops 
that has attracted considerable attention is the Food Stamp Plan which was 
used by the United States Department of Agriculture for some time prior 
to the Second World War. Since this plan constitutes a novel departure jfrom 
the usual workings of the price system, it is pertinent to the present study. 

The plan had two objectives: (i) to remove price-depressing crop sur¬ 
pluses from their regular markets, thus raising the prices of the affected 
crops, and so increasing the incomes of farmers; and (2) to use the surpluses 
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for improving the nutrition of the poor by selling them at low prices to 
needy persons. Two prices were thus established for the same commodity, 
one for the bulk of the production, to be sold in the market at large, and 
another, lower, one for the surplus, to be sold to a restricted group of buyers. 
This was accomplished as follows: Families on poor relief were permitted 
to buy a limited number of orange stamps, these stamps being good for the 
purchase of staple groceries at regular prices. With every dollar’s worth of 
orange stamps there were given free fifty cents worth of blue stamps, which 
were good for the purchase of certain foods that were currently declared to 
be surplus by the Secretary of Agriculture. The government redeemed both 
the orange and the blue stamps from the grocers at their face value. Funds 
for redemption of the orange stamps came from the needy consumers to 
whom these stamps were sold. Funds for redeeming the blue stamps came 
out of United States customs receipts, thirty per cent of which were allo¬ 
cated to the Department of Agriculture to be used for surplus crop disposal. 

The reason for requiring the purchase of orange stamps as a condition 
for receiving the blue ones was to insure that surplus foods would not be 
substituted for foods the consumers would have bought anyway, but would 
be in addition to their ordinary expenditures, thus improving their nutrition 
and increasing the total demand for agricultural products, thereby bene¬ 
fiting the farmers. It was recognized that the poor would reduce their food 
expenditures somewhat as a result of the addition of the blue-stamp foods 
to their diets, but it was believed that the net result would be to increase 
consumers’ demand.^ 

Such a plan interferes with the usual operation of the price system in 
two ways: it maintains certain prices above the figures at which they would 
naturally be, and the allocation is on a basis different from that of competing 
consumers’ demands. Instead of allowing the prices of superabundant crops 
to fall to whatever points are determined by the market, and permitting the 
foods to be used in whatever way consumers would then decide, the price 
is artificially kept up, and the excess over what consumers will buy of their 
own accord at that price is virtually bought at the inflated price by the gov¬ 
ernment and distributed at a loss to the poor. 

As a device for maintaining agricultural prices by withdrawing surplus 
crops from their regular markets, the plan is subject to the general comments 
that were made above. It might be defended as a temporary measure for 
disposing of occasional surpluses in years of unusually plentiful harvests; but 
it was advocated as a permanent and continuing policy, presumably on the 
assumption that there would always be surpluses. Its proponents went so 

■See Norman L. Gold, A. C. Hoffman, and Frederick V. Waugh, Economic Analysis of the 
Food Stamp Plan, United States Department of Agriculture, Bureau of Agricultural Economics 
and Surplus Market Administration (Washington, 1940). 
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far as to say that in the long run it should provide an outlet for increased 
production with higher prices.^ This makes it a very dubious policy. 

Its subsidizing of the farmers, however, was thought to be mitigated by 
its benefits to the needy, and on this ground it received some support from 
nonagricultural sources. Can it be so defended? So long as poverty has 
not been eliminated by the constructive measures to be suggested in Chapter 
XXIII, some supplement to the diets of the poor by the free distribution of 
foods is justified. Furthermore, it is good economy to use for this purpose 
those foods which are more abundant, in so far as they are of the kinds 
that will contribute to well-balanced diets on the part of the persons needing 
assistance. But there is a danger in the food stamp plan that this proviso 
will be overlooked, because the food grants are made secondary to a pro¬ 
gram of price control. Moreover, the government could get food for the 
poor more cheaply if prices were allowed to be fixed freely by the market, 
and if the foods to be distributed were purchased wholesale instead of retail. 
In view of these considerations, it is difficult to avoid the conclusion that the 
food stamp plan was a rider, uneconomical!y attached to a dubious price- 
raising program, for the purpose of making the latter seem less unsavory. 


B. Wartime Price Controls 

The Broad Problem of Wartime Control. —The mechanism of prices is 
not adequate to direct the drastic conversion of industry from peace to war 
goods that is required by modern warfare. Hence, in time of war, govern¬ 
ments have found it necessary to interfere with the spontaneous guidance 
of prices, and to institute direct controls over both production and consump¬ 
tion. 

These controls can be broadly classified into three categories: (i) price 
control; (2) control of the allocation of factors of production; and (3) con¬ 
sumer rationing. If prices are to be held below levels that would be reached 
if the market were left free, it is necessary to establish at the same time 
techniques to control the flow of materials, parts, and labor to producers; 
and, in so far as the final product is a consumer good, a system of consumer 
rationing must be created. In the Second World War the major task of 
allocating the scarce agents of production was assigned to a War Production 
Board, although certain sections of this work were delegated to specialized 
agencies, such as the Defense Transportation Board and the War Manpower 
Commission. The Office of Price Administration was the primary authority 
for price control and consumer rationing. Adequate discussion of these 
controls would require a separate treatise. All that can be done here is to 
make some brief general comments suggested by the broad principles of 
pricing. 

^Jbid., p. 17. 



CONTROL OF FARM AND WARTIME PRICES 467 

Two Kinds of Wartime Price Disturbance.—The total warfare of mod¬ 
ern times puts two different kinds of strain on the mechanism of prices. In 
the first place, it brings about a terrific increase in the demand for particular 
goods. This tends to raise the market prices of these goods far above their 
production costs, and far out of line with other prices. If such a rise in 
particular prices is permitted, enormous profits will accrue to some pro¬ 
ducers without accomplishing a sufficient increase in supplies soon enough 
to meet the needs for war goods. At the same time, it will cause great suf¬ 
fering on the part of needy civilian buyers. Hence, in both the First and 
Second World Wars, efforts were made to prevent such price distortion. 

In the second place, governments find it expedient to finance modern 
wars partly by monetary inflation of one kind or another. This tends to 
push all prices upward, with the disturbance to the relations among enter¬ 
prisers, wage-earners, debtors, and creditors that are common to price level 
movements. If the government could recapture, by taxation and borrowing, 
all of the new money put into circulation through inflation, the tendency 
of this money to raise prices could be thwarted, but governments have not 
hitherto succeeded in doing this. Therefore, they resort to measures of gen¬ 
eral price control in an attempt to hold in check with one hand the in¬ 
flationary forces that they have let loose with the other. 

The American Price and Wage Ceiling Plan.—In the First World War 
the United States Government attempted to meet the price situation by set¬ 
ting maximum prices on a few basic commodities. This would have sufficed 
to deal with the tendency for certain specific prices to rise way above their 
costs if there had been no monetary inflation, but it was inadequate to deal 
with the problem which such inflation produced. Because of the inflation, 
the prices of uncontrolled commodities soon began to soar. This rise was 
reflected in higher prices for the factors of production. Higher factor prices, 
in turn, increased the costs of producing those goods whose prices were con¬ 
trolled, and forced an upward revision of the maximum prices that had 
been established initially. It was found, too, that there were so many inter¬ 
connections in the price system that a few prices could not be controlled 
without bringing related commodities within the scope of the regulations. 
As a result of these discoveries, the list of regulated prices grew in an ever- 
widening circle, until eventually it might have embraced the whole price 
system, had the war continued. 

Profiting by this experience, and fearful of the disaster that had been 
brought upon Europe by drastic monetary inflation during and after the 
First World War, the United States government in the second great conflict 
adopted the so-called “price-ceiling” plan. There was created an Office of 
Price Administration (OPA), which in April, 1942, issued a general Maxi¬ 
mum Price Regulation, which prohibited the sale of commodities to the 
general public above the prices the sellers had charged in March 1942. 
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Prior to this general ‘‘freezing” of prices, a number of individual industries 
had been placed under control, with prices frozen as of the date when con¬ 
trol was established, or some designated previous date. For example, Sched¬ 
ule 6, covering iron and steel mill products, was issued April 16, 1941, and 
“froze” prices in the industry as of that date. It was this type of control 
that the general maximum regulation extended throughout industry, with 
but few exceptions. 

Services, as distinguished from material commodities, were generally 
exempt from the regulation. Under the pressure of the powerful farm bloc 
in Congress, agricultural prices were also exempt until they should reach 
one hundred and ten per cent of their 1909-1914 parity. Wages were at first 
uncontrolled, but were later stabilized by the War Labor Board, under the 
“Little Steel” formula, at fifteen per cent above the hourly rates of pay pre¬ 
vailing on January i, 1941, except for certain special adjustments. Rents in 
areas where housing shortages developed were also fixed as of given dates, 
selected according to the local situation. Thus the general principle was 
to freeze a large part of the price structure, holding it to an established pat¬ 
tern for the duration of the emergency. As the war progressed, individual 
industries were from time to time removed from the general regulation and 
given independent price schedules, formulated with due regard for the re¬ 
quirements of the industry concerned. 

All ceilings were set under a congressional mandate that they must be 
“generally fair and equitable.” They were subject to change if rising costs 
made them “inequitable,” and if, in the judgment of the appropriate war 
agency (e.g. the War Production Board), the production affected was essen¬ 
tial to the war efjprt and to the civilian economy. To decide what was 
equitable, it was found desirable to use prices in some prewar period as a 
basis for comparison. OPA selected the years 1936-1939 as its base period, 
because Congress had already selected those years for a similar purpose 
when formulating the excess profits tax. If it could be proved that, under 
the ceilings established, the average dollar earnings before taxes in a given 
industry were below the average for the base period, that industry was per¬ 
mitted a price increase. 

Ceiling prices were expressed either in dollars and cents or in terms of 
a pricing formula. The latter technique was used where the product was 
not standardized, so that any listing of dollar and cents prices would have 
been either impossible or unreasonably complex. For illustration, in the 
manufacture of gray iron castings, each casting is likely to be produced on 
specifications set by the purchaser, and hence different from other castings. 
To meet this situation, each firm in the industry was required to file its es¬ 
tablished method of pricing—how much it allowed for costs of materials, 
labor, overhead, and profit—as of the date when control was established. 
Then, regardless of changing costs, the firm had to continue pricing on the 
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basis of the formula it filed; the elements in the pricing formula were frozen 
at definite levels. The formula method was also used rather generally to 
establish prices for new products where previous price experience was lack¬ 
ing. Pricing in dollars and cents was simple to understand, and enforcement 
was relatively easy. Formula pricing was far more difficult to administer, 
and the degree of real control obtained by OP A in many cases was the sub¬ 
ject of considerable controversy. 

Appraisal of the Ceiling Plan.—What is to be said of the ceiling principle 
from the standpoint of social economy? As a measure of peacetime price 
control, it would be open to serious objections. In the first place, the prices 
prevailing on a given date or in a given period would never all be normal 
ones. Since normal prices to some extent reflect optimum allocation of re¬ 
sources, it would be uneconomical thus to freeze an imperfectly adjusted 
set of relationships over a substantial period of time. In the second place, 
such a freezing prevents subsequent adjustments of the economic process 
to changing circumstances. 

Besides these basic weaknesses of principle, there are several practical 
difficulties. The exemption of certain prices (e.g. those of agricultural prod¬ 
ucts) permits the creation of price disparities that make maintenance of 
the ceilings difficult. Also, under the pressure of war conditions, produc¬ 
tion costs are bound to rise above the price ceilings in many cases. In the 
Second World War this situation was solved, partly by granting subsidies 
out of the public treasury and partly by a system of differential pricing (dis¬ 
cussed below) in those cases where production could not be carried on at 
ceiling prices without loss. This was an expedient policy for the emergency, 
but it would be a very uneconomical arrangement for the long run. Then 
there is the diflficulty of controlling the quality of the goods offered for sale. 
Where commodities are not perfectly standardized, it is possible to evade 
the price ceilings by offering goods which are made of poorer materials or 
of poorer workmanship, at the established prices. 

A serious problem was created by the fact that monetary inflation was 
going on simultaneously with the efforts at price control. This placed an 
ever increasing flow of purchasing power in the hands of the consuming 
public at the very time when the flow of civilian goods was restricted by 
war requirements. The volume of purchasing power was more than could 
be used up in the purchase of these goods at the price ceilings established. 
This left a large “inflationary gap” in the hands of the buying public that 
was not matched by a corresponding volume of goods. Efforts to spend this 
money created a terrific pressure for evasion of the price ceilings, and led 
to the establishment of numerous black markets. 

Finally, although basic wage rates were frozen, “take-home” wages were 
not, because the workers were able to increase their earnings by overtime 
hours of work and extra pay for this overtime. This tended to attract work- 
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ers away from establishments producing peace goods into war industries, 
where high earnings could be obtained. The holding down of wages in 
peace industries tended to distort the allocation of labor, thus preventing 
the price system from performing its function of directing labor according 
to the demand for it. This necessitated the setting up of a War Manpower 
Commission to exercise control over the shifting of labor. 

A serious problem was created by the fact that some commodity prices 
were held rigid while others were not, and that some wages were limited 
while others were free to move. This permitted price disparities to develop 
that put a considerable strain on the ceiling structure. The higher earnings 
of workers in certain industries made it difficult for other employers to secure 
workers. This and other factors, such as the necessity of employing less effi¬ 
cient labor, increased production costs pretty generally. The price ceilings 
were bound to give way when costs rose to the point where profitable opera¬ 
tion was no longer possible for enterprisers. The price-fixing authorities had 
the power to make adjustments to meet such circumstances, but this power 
was not always wisely exercised. Disparities were aggravated by the fact 
that some prices would be adjusted without sufficient regard for their reper- 
cUsSsions on other prices. For instance, in the postwar period, ceiling prices 
were removed from heavy cream and ice cream, but the price of butter was 
not permitted to advance. As a result, production of butter was sharply 
reduced by creameries who turned their cream into the more profitable 
products. A serious butter shortage resulted. 

The criticism that the pegging of prices to their positions on a given 
date prevented them from being kept in line with their changing normals 
is fundamental. It directly challenges the basic principle on which the price 
control program was based. The weakness arising out of the fact that mone¬ 
tary inflation was going on at the same time as price freezing was also a 
serious one. It was practically inevitable that sooner or later this excess 
purchasing power would find its way into commodity markets, where it 
would be bound to raise some prices. The other weaknesses created adminis¬ 
trative problems, but were not so basic; that is, the program conceivably 
could have been handled in a way to reduce them to a minimum. 

Considering the disturbed conditions of the war, and the speed with 
which the program had to be put into effect, it was handled fairly well. It 
worked much better than many economists had thought possible, and the 
rise in prices that took place during the war was very moderate. 

Following the war, the various weaknesses that had been building up an 
accumulated pressure began to take effect. At the same time, the price¬ 
fixing authorities relaxed control in many places while trying to hold them 
firmly in others. They were compelled to do this because of congressional 
pressure, which threatened to abolish the whole price-fixing program. As a 
result, disparities in the price structure were greatly aggravated. To make 
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matters worse, numerous strikes induced the administration to grant sub¬ 
stantial wage increases to important groups of workers. These wage increases 
raised production costs, so that the OPA was forced to allow compensating 
price increases in basic products, such as those of the iron and steel industry. 
So, little by little, various breaches in the price ceilings appeared until, even¬ 
tually, it became apparent that the program was collapsing. It was finally 
abandoned late in 1946, except for house rents and sugar, which were virtu¬ 
ally decontrolled in 1947. Notwithstanding this collapse, the price ceiling 
program must be judged to have served a useful purpose during the war, 
and to have been justified by its results. 

Dijfferential Pricing.—The broad scheme of ceiling pricing reviewed 
above was subject to two very important exceptions: (i) where military 
goods were purchased by the government; and (2) where price relief was 
granted to firms whose output was deemed essential, but which were unable 
to operate without loss at the established ceilings.'^ For these two categories 
a system of special prices for individual firms was used, thereby establishing 
a system of differential rather than unijorin prices. 

The ceiling technique was not well suited for the purchase of military 
goods by the government because many of these were complex products, 
such as tanks, ships, and airplanes, which could have no standard prices as 
they were new products constructed to detailed specifications. Of course, 
the government also purchased standardized goods, but its demand for these 
products called for them in quantities so much greater than usual that spe¬ 
cial cost conditions were created which seemed to require special price 
arrangements. It should be frankly stated, however, that one primary reason 
for this different treatment of government purchases was the desire of the 
military authorities to be completely free of restraint from outside agencies. 
The reason given for this demand for freedom was that the urgency of 
attaining a high rate of production far exceeded in importance the OPA 
goal of equitable and efficient pricing. The military argued, with good rea¬ 
son, that if firms made excess profits, these could be recaptured by the excess 
profits tax and by the provision, contained in all contracts, that prices could 
be reviewed and new prices negotiated after the transaction was completed 
and delivery made. 

The use of differential pricing in so-called relief cases became the major 
burden of OPA’s work as the war progressed. It involved very important 
theoretical, as well as practical, problems. Suppose a hypothetical Thomas 
Metals Products Company, manufacturers of parts used in trucks and cer¬ 
tain industrial machinery, found that rising costs of labor and materials had 

*OnIy the final products purchased by the military forces were exempt from price control. 
Component elements that entered into the process of production—such as steel plates for ships, 
castings, and pipe used in manufacture of the final product—were under regular price control, 
even if the entire final product was destined for military use. 
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reached a point where the firm faced a loss from its operations. Assume 
that the War Production Board had certified that the products of this com¬ 
pany were essential to the war effort, and that the company filed a request 
for relief in the form of a price increase. If the OPA recognized the claim 
to be justified, an order was issued authorizing a higher price, either for all 
the products of that company or for a few selected items considered to be 
the real cause of the company’s troubles. The company may have requested 
an increase on only one or a few special items in its list of products. In just 
this manner an extremely large number of industrial firms received indi¬ 
vidually set prices for their products. With the passage of time, the number 
of such price orders accumulated rapidly, until it became a common experi¬ 
ence for buyers of a given product to encounter a wide variation in prices. 
Firms across the street from each other might have very different prices 
for the identical product. 

The student may wonder how such multiple prices for the same product 
could function in practice. Why should a buyer purchase from a producer 
selling at high prices when other producers were forced to sell the same 
product at lower prices? The answer is that, because of acute wartime 
shortages, every producer could sell all he could produce at prices even 
higher than the established price, if he had been permitted to do so. Also, 
since a large part of the output moved under allocation orders and rationing, 
the distribution of output among buyers was not subject to free competitive 
purchasing. 

Appraisal of the Differential Pricing Plan.—The student is familiar with 
the law of one price, which states that in a given market, under competitive 
conditions, if the product of different producers is identical, all must sell at 
the same price. Since this price must cover the marginal costs of production, 
it will yield a differential profit to those producers who are able to produce 
the good at costs which are below the margin. The plan of differential 
pricing adopted during the war departed from this principle. It was argued 
that if, in wartime, uniform prices were set for all, price increases sufficient 
to cover the costs of the least efficient producers would have to be allowed 
whenever rising costs threatened to curtail production under existing ceil¬ 
ings. It was felt that this would yield needlessly high profits to low-cost 
producers, and at the same time would increase the inflationary pressure on 
prices generally. If individual prices could be negotiated for each producer 
based on his own costs, high prices need be paid only to the marginal firms, 
and the average prices paid by both the government and the buying public 
would be much lower. Inflationary pressure on the price level would be 
correspondingly reduced. At the same time the excessive differential profits 
that would accrue to low-cost firms on the uniform pricing principle would 
be eliminated, or greatly lessened. 

This raises an interesting problem of theory. Does the extra profit that 
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accrues to sellers who are in a position of differential advantage perform 
any useful function? Does it contribute to social economy? If so, a loss 
to the community will result if it is eliminated. In analyzing this problem, 
we must distinguish permanent differentials, such as those giving rise to 
rents on superior lands, from temporary differentials arising out of the devia¬ 
tions of prices from their normal positions. The pure profits of enterprisers 
are differentials of the latter kind. 

Consider first the case of superior land. A rent is paid for any piece of 
land, not so much because it is different as because this land, with its pecul¬ 
iar qualities, is scarce in relation to the demand for it. The rental price 
is determined by competitive bidding among opposing demands, on the 
principle of opportunity costs, and the price is higher for better lands than 
for marginal ones, either because the former are more fertile, or because 
they are adapted to products that are more valuable.^ The pricing of lands 
in this way promotes economy by making it a losing proposition to use land 
for any other purpose than that for which its products are most valuable. 
This being the case, the rents perform a useful function. The attainment 
of s(x:ial economy requires that each plot be valued at its particular worth, 
its rents being included in calculating the cost of the goods produced 
upon it. 

The case of differential profits occasioned by a temporary rise of prices 
above their normals has some elements in common with that of land, but 
in other respects it is different. The prices rise because an increase in de¬ 
mand has made the goods in question relatively scarce for the time being, 
and the facilities for producing the goods become correspondingly more 
valuable. Since enterprisers control these facilities, they are in a strategic 
position where they can put a considerable portion of this increased value 
into their own pockets. The pure profits thus arising perform the useful 
function of stimulating production, causing more resources to be employed 
in the affected industries and tending to reduce the scarcity. Until such 
time as the capacity of the industry can be increased (it may be a long time 
in some cases), the prices must remain as high as marginal costs, with the 
result that profits will continue on those increments of the supply that are 
produced at lower costs. This equality of prices with marginal costs also 
performs the useful function of assuring that such facilities as are already 
available will be utilized as far as they economically can be (and no further) 
as long as the shortage continues. With the law of one price prevailing, 
it is not possible to sell the increments of supply ttiat are produced at less 
than marginal costs at a lower price than those produced at the margin, and 
even if this could be done, the resulting reduction in profits would reduce 
the incentive to expand facilities, and so delay the reaching of the more 

"^Even the poorest lands will command some rent if they are scarce in relation to the de¬ 
mand for them. 
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economical position where capacity would catch up with demand and prices 
would fall to optimum costs. Besides, a high price for each unit of goods 
sold checks the demand, restricting the commodity to those uses which will 
justify the high costs occasioned by it. This, again, promotes economy. 

During a war, however, the case is somewhat different. Shortages of 
some commodities become very acute, and available capacity may be worked 
so hard that marginal costs will be extraordinarily high. If all the increments 
of output purchased by the government were paid for at the level of these 
high costs, differential profits would be excessive. They would be more than 
were necessary to promote the needed increase in current production, and 
yet, they would not bring about a sufficient increase in capacity, because 
producers would realize that the increased demand was only temporary. 
Neither would they serve to check demand on the part of the government, 
because it would buy what it felt necessary for successful prosecution of the 
war, regardless of the cost. Under these circumstances, it is not only un¬ 
necessary, it is socially wasteful to permit producers to pocket all the differ¬ 
ence between marginal and inframarginal costs. Thus the policy of making 
purchases at different prices according to the costs of each particular pro¬ 
ducer appears to be justified. In applying this policy, however, it would 
be wise to retain some inducement to efficiency, by allowing a wider margin 
of profit to those producers whose costs are kept down by superior manage¬ 
ment than to those whose costs are higher. 

Wartime Control of Production and Consumption. Rationing.—Since 
the exigencies of modern warfare put too great a strain on the price system 
for it to direct the needed conversion of industry from peace goods to war 
goods, various direct controls over production and consumption have to be 
set up. Such controls are made even more necessary by the fact that the 
freezing of prices prevents them from functioning to balance supply and 
demand. This is seen most clearly in the case of retail prices. Ordinarily, if 
there is a shortage of any commodity, its market price rises, thereby restrict¬ 
ing the effective demand to what the market can supply, and thus maintain¬ 
ing a temporary equilibrium. But when the war creates a shortage of civilian 
goods, and prices are not allowed to go up, the effective demand will greatly 
exceed the effective supply, causing confusion in the market unless appro¬ 
priate measures of control are instituted. 

This can be illustrated by the diagram of Figure lo. In that figure the 
solid lines DD and SS are assumed to represent the short-period demand 
and supply for canned fruit under normal conditions. The equilibrium 
price, determined by the intersection of DD and SS, is OP, and the quan¬ 
tity that changes hands is OQ. In wartime, scarcities of cans and of labor 
reduce the supply and make it more costly, so that a higher price is neces¬ 
sary to call forth the same quantity of goods as before. This is pictured by 
the new supply curve, S'S', which has shifted to the left in conformity with 
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the fact that at each price a smaller quantity will be offered for sale. On 
the demand side, the effect of higher money incomes, in making consumers 
willing to buy larger quantities of the fruit at each price, is indicated 
by the fact that the new demand curve, D'D', has shifted upward and to 
the right. Without government intervention a new equilibrium would be 
established between S'S' and D'D', but the price would be significantly 



Figure lo. Wartime Disturbance of Price Equilibrium 


higher (OP') while the quantity exchanged would increase but little in 
moving to OQ'. Let us assume that, under these circumstances, considera¬ 
tions of social justice moved the government to intervene and forbid the sale 
of canned fruit at a price higher than the one which formerly prevailed, 
OP. The new demand curve informs us that, at the price OP, consumers 
are willing to purchase the quantity OT, but the new supply curve indicates 
that sellers would offer only the quantity OR. 

Thus, under these conditions, many buyers willing, and even anxious, 
to purchase the fruit at the price OP are bound to be disappointed. The 
result is likely to be a run on stores and the formation of queues. The 
buyers that are successful in buying the fruit are those who happen to 
reach the shops first, or who can wait in line the longest. Good customers 
or friends of the distributors may be favored, much to the irritation of 
others. Perhaps many buyers will obtain fruit at the official price only 
by bribing the sellers through the purchase of other goods, possibly at 
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higher prices. Hence, if the chaotic distribution of canned fruit by chance, 
favoritism, and evasion of the price controls is to be avoided, the task that 
the price mechanism is no longer allowed to perform will have to be under¬ 
taken by the stale. In short, wherever the price regulations result in prices 
so low that effective demand exceeds effective supply, the available supply 
cannot be rationed out automatically by the price mechanism; therefore, 
if intolerable injustice and chaos are to be prevented, the government must 
do it. 

It was to prevent these things during the war that a system of ration¬ 
ing was established. By means of it, goods of which there was a shortage 
were rationed out to consumers equitably, on a basis of need, by giving 
out coupons which had to be surrendered when the goods were purchased. 

In the production of goods, a similar principle was followed, though the 
machinery was different. Since prices could not be depended upon to pull 
raw materials away from peace goods to war goods, a system of priorities 
and allocations was set up under control of the War Production Board. 
This board had the enormous task of appraising the whole of civilian and 
military needs and classifying them according to what it deemed to be 
their order of importance. It thus had to work out, on the basis of its judg¬ 
ment, the guiding of the economic process that in peacetime is performed 
automatically (if somewhat imperfectly) by the price system. The board 
was given such power that it could (and did) compel manufacturers to fill 
first those orders to which it gave priority, and it allocated the available 
raw materials into the channels that it considered most urgent. 

In the field of labor, the guidance of prices was less seriously interfered 
with. Labor was attracted into war plants very largely by means of wage 
inducements, mostly in the form of extra pay at higher rates for working 
overtime and on Sundays. However, some pressure was put on the work¬ 
ers to get into war work by the threat of drafting into the army those who 
did not do so, and there was some interference with the free movement 
of labor from one employment to another by the War Manpower Com¬ 
mission. 

The Planned Economy of Wartime. —So, during the Second World 
War, a system of manipulated prices was substituted for the normal tenden¬ 
cies of the price system, and the spontaneous guidance of the market.was 
very largely replaced by governmental direction. It was a system of cen¬ 
tralized, authoritative, economic planning. 

It was remarkably successful. Under it, production was stepped up to 
a level of real income far above anything that had ever before been achieved, 
even in periods of the greatest prosperity. Munitions of war flowed from 
our industrial plants in enormous volume, making it possible to bring the 
war to a victorious conclusion. At the same time, civilian needs were ade¬ 
quately met. Although consumers were unable to buy all that they wanted 
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of some commodities, the average standard of living of the people was 
probably raised rather than lowered. Most surprising of all, especially to 
economists, the strong inflationary pressure created by the monetary expan¬ 
sion which resulted from the government’s financial program was held 
fairly well in check by the price ceiling law, so that prices rose only mod¬ 
erately. 

Summary 

Producers in competitive industries (especially agriculture) sometimes 
exert pressure for legislation to protect themselves against low prices. The 
cases of rubber and coffee illustrate the fact that when prices arc artifically 
maintained at profitable figures, an increase in production is stimulated 
outside the area of price control, which tends to force the price down again. 
Overcapacity in American agriculture has led to various proposals for the 
control of farm prices in this country. The Federal Farm Board attempted 
to raise the prices of wheat and cotton by buying surpluses of these com¬ 
modities, but the plan was abandoned because the board soon accumulated 
great stocks of these products which it could not sell without heavy loss. 
Later the Agricultural Adjustment (AAA) program, which still prevails 
in modified form, was adopted. Its objective is to maintain “parity” be¬ 
tween agricultural and nonagricultural prices, based on their ratios from 
1909 to 1914. The program includes: (i) withdrawing acreage from staple 
crops for soil conservation purposes, under the inducement of federal “parity 
payments” for acreage so withdrawn; (2) the fixing of market quotas (by 
farmers’ vote) for crops threatening to depress prices below parity; (3) the 
“ever-normal granary” idea, of storing surplus crops for later release in years 
of shortage, financed by federal loans; and (4) the purchase and disposal 
of surpluses to welfare agencies by the Department of Agriculture. One 
method used to dispose of surpluses has been the Food Stamp Plan, by 
which the poor are given surplus foods free along with their purchases of 
other staple groceries. Although ostensibly a means of improving the nutri¬ 
tion of the poor, it is primarily a device for raising farm prices by the with¬ 
drawal of surpluses from the market. 

The following principles are applicable to all price-raising devices: (i) 
Temporary curtailment of output (without correction of overcapacity) is 
sometimes justifiable in an emergency, but should not be continued in¬ 
definitely. (2) The prices aimed at in measures of control should be equal 
to optimum costs; they should not be based on the prices prevailing in some 
chosen base period. (3) An industry should not be supported indefinitely 
by government subsidies, but should pay its own way. (4) Attempts to 
correct overproduction by withholding surpluses, thereby raising prices, 
are likely to aggravate the trouble by encouraging more production. (5) 
The true remedy for overcapacity is to withdraw labor and capital from 
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the affected industries. (6) Storage of occasional surpluses for later release 
in years of shortage is justified, but there is a danger that the device will 
be abused to protect the industry from the penalties of overcapacity. 

Modern warfare disturbs prices drastically by creating extraordinary de¬ 
mand for certain commodities and by inflationary financing which tends to 
drive all prices up sharply. In the Second World War our government 
sought to curb these disturbances by the so-called “price ceiling” plan, which 
fixed a large part of the price structure at its established pattern as of cer¬ 
tain base dates. There were various difficulties, especially those caused by 
the fact that some prices were fixed while others were not, and by increases 
in production costs which necessitated raising some prices; but the program 
worked fairly well in the emergency, so that prices rose only moderately. 
After the war, various weaknesses in the program, and the granting of wage 
increases, forced its early abandonment. In the purchase of military goods 
by the government, and in essential industries where some firms could not 
produce without loss at the established ceilings, prices were based on the 
cost of the individual producer in each case. This would not be good econ¬ 
omy in peacetime, but is justified in wartime because if prices were uniform 
for all, they would have to cover very high marginal costs, yielding excessive 
profits to low-cost producers, without checking demand or stimulating a 
commensurate increase in output. 

When prices are fixed below the points to which they would go in a 
free market, effective demand exceeds effective supply. This necessitated 
a program of rationing during the war to effect an equitable distribution 
of the supplies of scarce commodities among consumers. Similarly, in the 
production of goods, raw materials had to be directed toward their most 
important uses by a system of priorities and allocations. Labor was attracted 
into war plants chiefly by wage inducements, with some restrictions on free 
movement under the direction of a War Manpower Commission. So, the 
wartime system was one of centralized, authoritative, general economic 
planning. 
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CHAPTER XXI 


The Problem of Inequality 


A. The Facts as to Inequality 

Attacks on the Present Division of Income. —Probably no phase of our 
economic organization has been subject to more bitter attack than the shar¬ 
ing of income. Under the capitalistic system the fruits of industry are very 
unequally divided. Some people are rich and others are poor. There is a 
great contrast in the economic well-being of different classes in society. It 
is alleged that this inecjuality is very unjust, and this creates a great deal 
of discontent and radicalism. Most of the agitators who seek to bring 
about sweeping reforms of our economic order arc more concerned with 
the defects in the distribution of income than with those in its production, 
and their suggestions for change are largely directed at correcting the prin¬ 
ciples by which the social income is apportioned. In this and the next two 
chapters we shall turn our attention to this question. We shall do so, how¬ 
ever, not by indulging in the hasty, sweeping generalizations of the agitator, 
but by a careful analysis of all the issues involved. We must first find out 
what are the actual facts about the present distribution of income. 

The Division of Incomes Among Families in the United States. —A care¬ 
ful estimate of the distribution of family incomes in this country in 1929 
(and also of the incomes of individuals living outside of family groups) 
was made by the Brookings Institution.^ A similar estimate was made by 
the National Resources Committee for the period 1935-1936.^" More recently, 
the Research Division of the Office of Price Administration prepared an 
analysis of incomes for 1943/"^ The figures for all three of these studies are 
summarized on the next page. They represent incomes received before the 
payment of taxes. Family incomes are given rather than those of separate 
individuals because the family is our typical spending unit. 

The situation shown is a serious one that gives real food for thought. 
Notice that, while a few are enjoying great riches, the great majority 
are relatively poor. In 1935-1936 there were about 5,000 families who 

^ M. Leven, H. G. Moulton, and C. Warburton, America’s Capacity to Consume (1934). 

* National Resources Committee, Consumer Incomes in the United States (1938). 

® Office of Price Administration, Division of Research, “Distribution of Civilian Income, 
1942-43,’’ cited in the Economic Almanac for 1945-46 of the National Industrial Conference 
Board, p. 81. 
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had incomes of $100,000 or more. This means fabulous luxury for these 
favored children of fortune—luxury beyond the wildest dreams of fairy 
tales. But the numbers of the rich are small. Only about 300,000 families 
(i per cent of the total) had incomes in excess of $10,000, and only about 
700,000 families (2.5 per cent) had more than $5,000. On the other hand, 
nearly 26 million families (88 per cent) had incomes of less than $2,500, 
while over 12 million (42 [ler cent) had less than $1,000 each. These people 
at the lower end of the economic ladder were in poverty, scarcely able to 
provide the necessities of life, and forced to eke out a sordid and miserable 
existence. The latest estimate indicates that many families improved their 
economic status between 1936 and 1943. of all families 


Summary of the Division of Incomes Among Families in 
1929, 1935-1936, and 1943 


Income Class 

Under $ 500 
$500- 1,000 

1,000- 1,500 

1,500- 2,000 
2,000- 3,000 
3,000- 5,000 
5,000- 10,000 
10,000- 25,000 
25,000- 50,000 
50,000-100,000 
100,000 and over 


1929 


Tercentage 
of total 

Percentage 

Income 

of Families 

1-5 

77 

37 

13.8 

9-3 

20.9 

10.5 

17.1 

16.3 

18.9 

17.9 

13.4 

14.0 

5*9 

8.8 

17 

4.2 

•4 

3-3 

.16 

11.2 

.09 


1935-1936 


Percentage 
. of total 

Percentage 

Income 

of Fatnilies 

27 

14.2 

12.8 

27-5 

17-3 

22.9 

15.2 

14.4 

19.0 

12.9 

12.1 

5-4 

7-4 

17 

6.9 

.8 

3-2 


1.6 

.04 

1-9 

.01 


1943 


Percentage 


of total 

Percentage 

Income 

of Families 

•4 

4.6 

2.2 

10.2 

3'9 

II.6 

57 

117 

15.2 

21.4 

26.2 

237 

26.2 

13.9 

19.6 ‘ 

3 * 5 ' 


100.0 100.0 100.0 100.0 100.0 100.0 


had less than $1,000 in the latter year; 49.1 per cent had less than $2,500, 
while 17.4 per cent had incomes in excess of $5,000. This improvement was, 
of course, the result of wartime prosperity with its sharp increase in money 
wages, profits, and other forms of income. It is conceivable, therefore, that 
it will prove to be a temporary phenomenon. However, in spite of the 
larger money incomes received by many families in 1943, there was still a 
marked inequality in the division of the total national income. 

A good way to visualize the extent of this inequality is by means of the 
Lorenz curve illustrated in Figure ii. This shows the percentage of the 
total income received by different percentages of the population. The dotted 

* Incomes of $10,000 and over. 
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Straight line across the center of the square shows how the curve would look 
if our income were equally distributed. Thus, if each family received an 
equal share, 10 per cent of the people would get 10 per cent of the income, 
20 per cent would receive 20 per cent of the income, and so on. The curved 
lines show the actual distribution of incomes for the years 1929 and 1943. 
The extent to which these curves depart from the dotted straight line indi- 


percentage of families, beginning with the richest 



10 20 30 40 50 60 70 80 90 100 

PERCENTAGE OF FAMILIES, BEGINNING WITH THE POOREST 

Figure ii. Percentage Division of Income Among Families in the United States, 

cates the deviation of distribution from perfect equality. It is to be noted 
that this deviation was greater in 1929, a fact which probably indicates that 
inequality becomes more extreme in periods of rapidly increasing prosperity 
(1929 was a boom year). The 1929 curve shows that the richest 10 per cent 
of our people received about 45 per cent of the income in that year, while 
the poorest 60 per cent got barely 25 per cent of the total. The situation was 
only somewhat less extreme during the prosperous year of 1943, with the 
poorest 60 per cent receiving approximately 28 per cent of the national in- 
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come, while the richest 10 per cent received about 30 per cent of the total. 

More Production versus Greater Equality.—Some writers have held that 
it is useless to consider the problem of inequality until we have increased 
our production much beyond the point where it now is. The total income 
of our country is so small, in their opinion, that, if it were distributed with 
substantial equality among the population, everyone would be in poverty, or 
near it. The whole of the surplus of our fabulously rich millionaires would 
not go very far, it is claimed, when divided among the millions of poorer 
persons who would have to share it. Therefore, if we could get the surplus 
away from the rich and divide it among the poor, instead of raising all to 
a plane of prosperous living it would reduce the nation to a dead level of 
mediocrity. Hence, the real remedy for low incomes is ever-increasing pro¬ 
duction, and not any change in the present system of income sharing. 

It is, of course, desirable to do all we can to increase our production. 
But the above argument is not convincing; for, even if production were 
increased to the point where the poorest were able to live at a level of modest 
comfort, the contrast between their position and that of the richest might 
still cause dissatisfaction and raise grave doubts about the justice and desira¬ 
bility of the distribution. Moreover, in years of prosperity we have already 
attained a state where there is a social surplus—a national income adequate 
to maintain all of our people above the poverty line; yet poverty has not 
been eliminated. It is entirely appropriate, therefore, that society should now 
seek to develop means whereby a fair share of this surplus can be as widely 
diffused as possible among the population- 

How much is needed to support our population at a comfortable stand¬ 
ard of living? The marked increase in the cost of living makes it necessary 
to revise prewar estimates, which suggested that the average family of five 
could be supported at a level of comparative comfort on $2,000 a year. Sta¬ 
tistics compiled by the United States Bureau of Labor Statistics indicate that 
the cost of living in 1945 had risen approximately 30 per cent over the 1939 
level, so that the average family would have required about $2,600 in order 
to maintain the same standard of living as it did on $2,000 before the war. 
We may assume, therefore, that an income of $2,600 was sufficient for rela¬ 
tive comfort in 1945. Since we had about 36 million families, an income of 
about 93.5 billions would have been sufficient for their support. Some eight 
million individuals living outside of family groups would probably have 
needed $1,300 each for a comfort standard, making an additional require¬ 
ment of 10.4 billions. This comes to a grand total of 104 billion dollars. 
Our national income in 1945 was about 160 billions. It was, therefore, more 
than sufficient to enable all our people to live in comparative comfort. While 
it is doubtful, in spite of optimistic estimates, whether we can maintain stead¬ 
ily an income of this size, it is reasonable to suppose that with relatively full 
employment we might enjoy a national income of 100 billions, at 1945 
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prices. There is no doubt that our tremendous productive capacity, if fully 
utilized, can meet our consumption requirements. We may therefore con¬ 
clude that a more even division of income could in prosperous years give 
a comfortable living to all our people.*"* However, in years of severe depres¬ 
sion the national output might not be sufficient to provide a comfort stand¬ 
ard for everybody. Therefore we cannot hope to meet fully the problem 
of poverty until we have learned to control economic fluctuations. 

Let it not be assumed, however, that the problem of inequality is identi¬ 
cal with the problem of poverty. Poverty is not always the result of inade¬ 
quate income. It may be due to unintelligent consumption—ignorance of 
how to use what income one has. Moreover, if poverty were eliminated, 
there might still be a great deal of inequality. Even though no one was 
actually poor, some might be poor by comparison with the very rich, and 
there might still be much dissatisfaction. Our concern is with inequality 
as such, and with poverty only in so far as it is the result of unequal 
distribution. 


B. Ethical Aspects of Inequality 

Is Inequality Just? —The preceding discussion tacitly implies that the 
existence of extreme inequality is undesirable; but this should not be as¬ 
sumed without careful thought. Let us lcx)k into this question. 

To many persons, inequality of incomes seems perfectly natural and 
right. No two indivuals in the world are alike in physical appearance or 
mental peculiarities. We arc unequal in strength, in intelligence, in tastes, 
and in talents. May we not conclude, therefore, that inequality is part of 
the plan of nature, and that differences in the incomes of different persons 
are as much to be expected as differences of any other kind ? 

The mere fact that a thing is natural does not prove that it is to be 
desired. The whole history of human progress is one of improving on the 
ways of nature. Moreover, it is difficult to justify differences in incomes 
by appealing to innate differences in human nature. The fact that human 
beings are unlike does not prove that they deserve unequal rewards. There 
may be differences in ability, but if one person has more talent or productive 

®It must be remembered that prices are merely the money measure of the various goods anti 
services in our markets. If the national income were more evenly distributed than it now is, the 
demands for goods would be very different from what they now are, and the channels of pro¬ 
duction would be correspondingly changed. Hence it is not entirely accurate to argue that a re¬ 
distribution of income would raise the standard of life exactly in proportion to the greater 
equality of income. In fact, we might expect that less would be produced of the articles now 
consumed by the very rich (because there would be less demand for them) and more would be 
produced of those things used by persons of moderate incomes. Just how this would affect their 
relative prices depends on the conditions which govern their production. Notwithstanding these 
considerations, the figures we have adduced suffice to maintain the general thesis, that our pro¬ 
duction would be sufficient to keep all of our people well above the poverty line if it were more 
evenly distributed. 
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power than another, he cannot claim personal credit for that superiority. 
His talent is the result of inborn gifts or of favorable environment, for 
neither of which he was responsible. He has simply been more fortunate 
that his fellows. A human being is the product of numberless forces acting 
upon him. Some operate before his birth, and their results are innate in 
his very being; others come from home, family, friends, teachers, and general 
surroundings. In both cases they come from outside himself. One individ¬ 
ual is favored with goc^d heredity, refined home influences, a splendid edu¬ 
cation. He succeeds. Another may be born of weak stock and reared in a 
home of low moral character, with no place to play in but the gutter and 
no playmates but the hoodlums of the slums. He is taken out of school at 
the earliest age which the law permits. He fails. Can the one be said to 
deserve his success and the other equally to deserve his failure? Rather it 
must be confessed that each is simply the product of society. The wealth of 
the successful man was made possible by parents, teachers, writers, and vari¬ 
ous other external influences. The poverty of the other was the result of 
influences of a more unfavorable nature. Both lives were directed by forces 
largely social in their nature. The rich man may, then, be said to owe 
something to society for his success, and society to owe something to the 
poor man for his failure. 

Interesting as it may be to speculate upon such questions of abstract 
justice, it is not wise to determine a social policy upon such grounds alone. 
We must follow a more pragmatic method. The really important thing is to 
ascertain tlie effects of equality and inequality upon society. Knowing such 
effects, we may then be able to decide which is the more conducive to social 
welfare. With this end in view, let us pursue our analysis further. 

Diffusion of Income Essential to Economic Welfare.—In the opening 
chapter of this work we laid down a number of essentials for economic 
welfare. One of these was an income sufficient to provide a comfortable 
standard of living for the people. Another was the wide diffusion of that 
income among the members of society. We have just learned that the 
United States today meets the first of these standards. Our income is ade¬ 
quate for the comfort of our people; but the facts of inequality show it 
to be so unequally divided that many of them, in fact, arc not enjoying 
comfort. Here, then, is one evil result of unequal distribution—poverty, 
with all its attendant suffering and disaster. A greater diffusion of our 
income can only be brought about by measures tending to distribute it more 
evenly. 

Inequality and the Guidance of Production.-~-In Chapter XIX we had 
occasion to analyze the functions performed by the price system in mod¬ 
ern society. We noted that prices would direct production into the channels 
where they would best satisfy the desires of consumers were it not for one 
obstacle. That obstacle was the inequality of incomes. Under the price 
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system production follows demand, and demand is made up of desire backed 
by purchasing power. Consumers’ desires are effective in the market only 
in so far as they arc supported by money income. Those consumers whose 
incomes are great can cause production to respond to their most trivial 
wants. Those consumers who are poor may be unable to get society to 
produce even for their most urgent needs. As a result, we make luxuries 
for some while we deny necessities to others. If the goal of economic wel¬ 
fare is maximum satisfaction of the wants of all, and not merely of a favored 
few, this situation is wrong; and if we regard consumers as human beings 
whose wants are equally valid, then it is wasteful to cater to the unimportant 
desires of some while ignoring the very pressing needs of others. The price 
system, therefore, can never be really satisfactory and economical until a 
greater measure of equality is achieved. 

Economic Wastes of Inequality.—The extreme inequality which prevails 
in modern society is economically wasteful. There is waste at both ends of 
the social ladder. On the one hand, the surplus incomes of the rich are re¬ 
sponsible for much idleness, dissipation, unhappiness, and demoralization. 
Many persons of great wealth—especially women—spend much time in the 
extravagant leisure of clubs, parties, resorts, travel, and the like, consuming 
without producing. Thousands of laborers and many valuable resources are 
employed in providing them with luxuries of little real worth, dissipating 
the social product to useless ends. Often this wealth weakens the characters 
of its recipients, especially the second and third generations who had no 
hand in making it. Not all people of means are extravagant spenders, and 
many, perhaps most of them, are useful producers, but it can hardly be denied 
that among the very rich there is much waste of the sort described. 

The influence of poverty, on the other hand, is no less disastrous. Under¬ 
nourished, poorly clothed, improperly housed workmen cannot be efficient. 
Out of poverty grows disease, dissipation, vice, and crime. Here again is loss 
of productive power. If everyone received sufficient income to maintain 
himself in health and comfort, the vitality and morale of the working classes 
would be enormously improved, with consequent increase in their productive 
capacity. 

There is waste, too, in the social discontent that springs from inequality. 
Extremes of wealth and poverty make possible the agitation of radicals and 
the resulting dissatisfaction of the masses. Strikes and other forms of social 
disorder are partly the result of this situation. A society, none of whose 
members were really poor and none extravagantly rich, might prove to be 
one of more contented, wholesome, and vigorous people, whose production 
would be at a maximum level and all of whose really legitimate wants would 
be amply provided for. 

Inequality and the Law of Diminishing Utility. —A strong argument 
against the inequality of incomes can be derived from the law of diminish- 
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ing utility. This law states that, as an individual consumes increasing units 
of any good, the amount of utility derived from each additional unit de¬ 
creases. Now this principle is true not only of a particular good but of one’s 
income taken as a whole. As our income increases beyond a certain point, 
the extra enjoyment derived from each addition to it grows smaller. It is 
not likely, for instance, that a man with a million dollars yearly income gets 
five hundred times as much enjoyment from it as a man who receives only 
two thousand dollars. Some economists express this idea by saying that the 
law of diminishing utility applies to money. Accordingly, increments of 
income in excess of a certain amount, say $2,000, will tend to yield progres¬ 
sively decreasing satisfactions to their recipients, while increments up to 
$2,000 will perhaps yield increasing enjoyments to those who receive them. 
It follows that if the total national income could be divided in such a 
manner as to reduce the incomes of the very rich and increase the incomes 
of the very poor, the loss to the wealthy would more than be made up by 
the greater enjoyments of the poor, and the net psychic income or real satis¬ 
factions of society would be increased. 

One cannot carry this reasoning, however, to the conclusion that perfect 
equality of incomes is the most desirable condition of distribution. Perfect 
equality would not lead to maximum satisfactions, because human beings 
are not all alike. They do not have the same needs, the same tastes, nor the 
same capacities for enjoyment. The person of artistic temperament craves 
artistic surroundings, and esthetic pleasures such as music, painting, and the 
like. A person of more common clay may be contented with much simpler 
and more easily obtainable enjoyments. So infinite is the variety of personal 
characteristics and needs that it cannot be said that a mathematical equaliza¬ 
tion of incomes would produce the maximum social well-being. 

Inequality as an Incentive to Production. —Moreover, there is another and 
perhaps stronger argument against the maintenance of perfect equality. The 
inequality which now exists is one of the principal devices upon which we 
rely for securing efficiency in production. It is the desire for riches that is 
the principal motive to industrial achievement. Men strive not so much 
for wealth itself as for the recognition and superiority over their fellows 
which it brings. Although one can acquire riches in unproductive ways, it 
is also true that many of the conspicuous productive achievements of pur 
civilization have been made under the stimulus of this powerful incentive. 
Businessmen arc induced to organize their plants efficiently, to keep their 
costs low, to improve their productive technique, to find new commodities 
with which to appeal to consumers—all in response to the desire for pecuni¬ 
ary gain. The influence of this motive is not confined to the leaders of 
business, but permeates the rank and file of labor. Each workman knows 
that his income depends upon his productive efficiency, and that if he can 
become more skilled and more competent than his fellows, he can raise his 
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income above theirs. The desire to rise is always driving him on to better 
his accomplishments. I£ we reduce all incomes to the same level, we will 
lose the force of this incentive. 

Of course, production is not the only goal of economic activity. A nation 
with a moderate income, widely diffused, might be more prosperous than 
one with a much larger income, so concentrated in the hands of a favored 
class that the masses of the people were in poverty. Hence, some loss in 
productivity might be tolerated, if by that means we could obtain some in¬ 
crease in the incomes of the poorer classes. But the economic surplus of this 
country is not large enough to permit very much reduction in the total 
output of industry. A serious loss in productivity would plunge the whole 
nation into poverty, and this would be too great a price to pay for the 
purchase of equality. It is better that a few should be well off than that 
all should be p(X)r. This consideration gives force to the argument against 
any program for the attainment of perfect equality. 

Unequal Incomes Play a Useful Role in the Economic Process.—The 
above argument in favor of some inequality of incomes is further supported 
by the fact that the present system of income division, involving some dif¬ 
ferences of incomes, performs a useful function in promoting economy in 
our industrial organization. These functions will p>resently be explained,^' 
but they should be mentioned here as having a bearing upon the general 
problem. 

A Reasonable Policy.—We are now in a position to bring together the 
threads of our argument and arrive at a conclusion. We have seen that, 
although the income of the United States is more than adequate for the 
comfort of everybody, it is so unequally distributed that a large proportion 
of our population is in poverty. We have seen, too, that such inequality is 
hard to justify on ethical grounds, that it results in a considerable amount 
of productive waste, and that it dissipates economic goods in the satisfaction 
of trivial wants. On the other hand, we have seen that perfect equality might 
be disastrous. A reasonable policy, therefore, would be to seek a golden mean 
in this, as in other things. Not the complete equalization of incomes, but a 
reduction in the amount of inequality that now prevails, should be our goal. 
Let us therefore consider the present process of income sharing, with a view 
to ascertaining what changes in it we may hope to effect with some prospect 
of success. 


C. Standards of Incx)ME Sharing Policy 

The Present Process of Income Sharing.—Under the process of income 
sharing now prevailing, the income of a community is paid in the first 
instance to those persons who own or control some fundamental productive 
agent. Whoever is in a position to supply savings, land, labor, or manage- 
®Scc below, p. 493. 
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ment can claim a share of the industrial product. The four primary shares 
in the division of income are, accordingly, the interest on invested savings, 
the rent of land, the wages of labor, and the profits of business enterprise. 
All of the product of industry is paid out in these forms, and no one who 
has not contributed one of these productive agents can obtain any of it except 
through transfer from those who have so contributed. 

How much is paid for the use of any of these agents is determined by 
competitive price bidding. According to the current theory, the price estab¬ 
lished for invested savings, land, or labor is determined by the value of that 
agent’s marginal contribution to product. This involves the principle of 
diminishing productivity, which is as follows: In any productive operation 
in which a number of productive agents are employed, increasing any one 
of those agents relative to the others will, after a certain point has been 
reached, yield less than proportionate increases in product. It follows from 
this principle that those agents which are most abundant are worth the 
least, because their marginal productivity is low. Every agent of production 
has important uses, but if its supply is very large, some of it must be em¬ 
ployed in less important ways. The available supply of such an agent will 
not be fully utilized until its price has fallen to what it is worth in those least 
important, or marginal, uses. For example, a certain amount of unskilled 
labor is indispensable in industry, and, were it very scarce, such labor might 
command high wages, because employers would be willing to offer high 
prices in competition with one another to secure it. But if such labor is very 
plentiful, it cannot all be employed in these indispensable occupations. Some 
of it must be utilized in tasks of less necessity. Employers will not find it 
worth while to hire it for these trivial uses until the wage has fallen low. 
The result is that the large supply of such labor brings the wages down 
to the value of its product in these marginal employments. The same prin¬ 
ciple applies to land and equipment. The correspondence of distributive 
shares with the value of the marginal product, however, is only approximate. 
Considerable deviations from it occur from time to time. 

The share of business enterprisers is determined in a different way. There 
is some tendency for them to get a return for their investment and their 
labor of management corresponding to prevailing rates of interest and wages. 
But it is a tendency interrupted by the peculiar position which the business 
enterpriser holds as a risk-taker. As the head of a business producing in 
anticipation of future sales, he must pay prevailing rates for his hired labor 
and borrowed capital, taking his chances on getting a price later that will 
yield some surplus for himself. His profits are, therefore, in the nature of a 
residual share, fluctuating widely with changes in market conditions; and 
there is often a loss instead of a gain. 

This exceedingly brief account indicates that the relative scarcity of dif¬ 
ferent kinds of labor and capital determines the rewards which laborers and 
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capitalists receive, while the amount of profits accorded to enterprisers is 
subject to great variation caused by the dynamic changes of industry. Since 
some agents are much more scarce than others, in relation to the need for 
them, the amounts paid for their use vary from high to low. So we have 
great differences in wages, in the rates of interest yielded by different invest¬ 
ments, in the returns of different sorts of land, and in the profits of business 
enterprisers. That is how inecjuality arises. 

Functions Performed by the Process of Income Sharing.—This process of 
income sharing plays an important part in the economy of the present eco¬ 
nomic organization. It is part of that general price system whose role was 
explained and defended in Chapter XIX. In fact, the shares of income are 
simply the prices of productive agents which, as costs, play a part in the 
fixing of commodity prices. In particular, payment for the use of productive 
agents on the principle just outlined performs three useful functions: 

(1) By having high prices for those agents which are scarce and low 
prices for those which are plentiful there is provided an inducement to in¬ 
crease the supply of scarce agents, while the increase of those which are 
already too abundant is discouraged. If there is a dearth of electricians at a 
time when there is an excess of glass-blowers, the high wages of the former 
and the low wages of the latter stimulate young men to become electrical 
apprentices and put pressure on glass-blowers to learn some other trade. If 
capital in undeveloped regions is scarce, a high rate of interest will be paid 
for it, thereby encouraging capitalists to invest their surplus funds there. 
Even land will be increased in supply to some extent under the stimulus of 
high rents, through the drainage of swamps or the irrigation of deserts. 

(2) The setting of prices according to the scarcity of productive agents 
also promotes economy in their use. We are usually most careful of those 
things which are most expensive. Businessmen are likely to watch with 
care the capital and labor which is most costly, thereby avoiding waste. The 
most important aspect of this is found in the principle of substitution. It is 
often possible to perform the same operation in industry by different com¬ 
binations of productive agents. One may move heavy materials by men 
with wheelbarrows, representing little capital and much labor, or by cranes 
and mechanical conveyors, representing much capital and little labor. If 
capital is very scarce, social economy would dictate that it be done with labor. 
If labor is scarce and capital abundant, the other method should be used. 
The pricing of agents according to their scarcity makes it to the interest 
of an employer to follow this policy. He tends always to employ that agent 
which accomplishes the desired work with the least cost. A wise manager 
does not hire a skilled laborer to do work which can be done by an unskilled 
workman, for by using the latter he can save the difference between their 
wages. Were it not for this wage difference it would be a matter of no 
moment to him which type of man he employed, and men of ability might 
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be withdrawn from important tasks to do work which might easily have 
been done by a less valuable type of labor. The principle of opportunity 
costs is a factor in promoting this economy, for it forces each employer to 
pay for an agent a price as high as that agent might be able to command 
in its possible alternative employments. This tends to prevent the use of any 
agent for any purpose less valuable than the other purposes to which it might 
be devoted. 

(3) Finally, the residual nature of profits, fluctuating—as they do—with 
the dynamic changes of industry, holds up before the enterpriser the pos¬ 
sibility of large gains from the efficient conduct of business, and the penalty 
of losses for inefficiency. As we have seen, it induces him to manage his 
business with care, keeping his costs low, avoiding wastes, producing the 
things that find favor in the eyes of consumers, and promoting general 
productivity. 

It must not be supposed that these advantages are attained without some 
disadvantages. We have already seen that the present income sharing process 
results in inequality and that this in itself is an undesirable condition. It is 
also true that people are not always paid according to their social importance, 
that some get wealth without producing, and that fon Lines have been made 
by monopolistic restriction, financial sharp practices, and other antisocial 
means. We shall learn more of these things as we proceed, but we should 
bear in mind that the income sharing process of the present system docs 
contain certain elements of usefulness which should be recognized in con¬ 
sidering any program of reform. 

Alternative Systems of Income Sharing.—Collectivists (i.e., socialists and 
communists) propose to overthrow the present method of apportioning in¬ 
comes entirely, to substitute for it some system regarded by them as superior. 
There are several different bases on which payments to individuals might 
be made. One proposal is to give to each according to his needs. This is 
a high ideal, perhaps the highest that can be conceived. It would greatly 
lessen the degree of inequality now existing, but would not result in perfect 
equality of incomes. Remuneration in accordance with need would strive 
to give to each individual the amount and kind of income which would 
provide the fullest possible opportunity for the perfect development of his 
capacities. The man of artistic temperament would receive the means To 
travel and study the great works of art throughout the world, and to afford 
that type of esthetic and cultural environment which is necessary to the 
bringing out of genius. The man of mediocre mental capacity, such as the 
ordinary manual worker, would need to be provided only with sufficient 
means to afford a comfortable home, a decent amount of leisure and simple 
recreations. In practice, however, fit would be impossible to measure the 
needs of different individuals. The attempt to apply this principle in actual¬ 
ity would necessarily result in substantial equality of incomes. 
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Another possible basis of distribution would be to reward each in ac¬ 
cordance with his sacrifice. However, it is impossible to measure accurately 
the amount of sacrifice that work involves for different persons, or the relative 
disutilities of different occupations. Moreover, this principle assumes that 
each individual has equal capacity for employment, which is not true. 

Yet another possibility is simply to divide the product of industry equally 
among all. The undesirability of this has already been exposed. 

Any of these principles would lead to a much more nearly equal distribu¬ 
tion of income than that to which we arc accustomed, and in this respect they 
might prove advantageous. They would involve so sweeping a change of the 
whole system of industry, however, that few people are willing to consider 
them seriously. Inasmuch as they would completely divorce reward from 
productive efficiency, it is doubtful whether they could succeed. In any case, 
they could only be applied by the complete abandonment of the price system, 
and therefore they could not be established under a regime of free enterprise 
and competition. They could only be realized under a social organization 
such as socialism or communism. Hence we had better postpone a further 
discussion of such projects to Chapter XXVIII, which deals with those sub¬ 
jects, We shall find that even most socialists do not regard these suggestions 
as practicable. 

No matter what plan of income apportionment or social organization is 
established, sound economy requires that the three functions performed by 
the income sharing process should somehow be accomplished. This estab¬ 
lishes a presumption, though not a conclusive one, in favor of the marginal 
productivity principle. Is it not possible to correct the most flagrant evils of 
inec]uality without entirely destroying that principle.^ A careful analysis may 
show that we can so modify the present system as to solve our problem, 
while yet retaining its advantages. This will be our method of approach to 
the problem. Let us see hf)w far the present arrangements are indispensable, 
and what modifications can be expected to achieve some measure of success. 

Earned and Unearned Incomes,—It has already been hinted that some of 
the incomes received by individuals in the present system are justifiable, 
while others are not. We must now endeavor to set up a standard by which 
we can test their justifiability. Incomes have frequently been classified as 
earned and unearned, the presumption being that the former are to be de¬ 
fended while the latter are not. These terms, as generally used, are not 
altogether satisfactory because of their ambiguity. If we are to employ them, 
we must define them precisely enough to enable us to say with reasonable 
certainty just when an income is earned and when it is not. 

Perhaps most persons would regard that income as earned which is re¬ 
ceived as the result of one’s own exertion and ability, but this is a doubtful 
test. One may utilize his abilities and exert himself diligently in undesirable 
ways. This is precisely what the swindler does when he foists an issue of 
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bogus stock upon thousands of innocent investors. Moreover, it is difficult 
to defend differences in earnings resulting from differences in ability and 
perseverance on any abstract principle of ethics. There is no such thing 
as a self-made man in any real sense. Success comes to those who have 
been exceptionally well endowed by heredity or who have been especially 
favored by environment. Failure, likewise, is the result of constitutional 
weakness or unfortunate surroundings. Even the men who appear to work 
themselves up from poverty to positions of affluence or prominence in the 
face of many obstacles must credit their achievement to the unusual qualities 
of mind and body with which they were favored by birth. The mere posses¬ 
sion of superior qualities, therefore, is not in itself a satisfactory justification 
for exceptional payment. 

We must seek a pragmatic standard. In the last analysis that is good or 
right which leads to desirable results. The payment of income to an indi¬ 
vidual is justified, therefore, only if it can be shown that it conduces to the 
social welfare. If the effect of paying high profits to businessmen improves 
the well-being of the members of society, it is good for us to pay such profits, 
and not otherwise. We must apply the test of social expediency. If we 
wish to retain the words earned and unearned as applied to incomes we 
may do so, provided we use them in this sense: that income is earned which 
is socially desirable and that one is unearned which is socially undesirable. 
But this forces us to seek some test of social desirability. 

Social Welfare as a Test of Earned Income.—When does an income con¬ 
tribute to the social welfare? One writer" has suggested that the enjoyment 
of any right in society should be contingent upon the performance of some 
useful function. No one should be given a privilege save for the fulfillment 
of a duty. This suggests that the enjoyment of income should be associated 
with the performance of a socially desirable productive service. As things 
now are many people receive who contribute nothing to industry.® Others 
contribute, but to a prcxluct which is in itself undesirable (for example, dope 
peddling). What social good is accomplished by the payment of income 
under these conditions? If income were paid only to those who contribute 
something worth while to production (except for minors and other de¬ 
pendents), each one would be forced to employ himself productively and 
usefully in order to obtain a livelihood. Thus would we encourage, and in 
fact compel, the performance of service,to the community for the enjoyment 
of the right to income. 

But this in itself is not enough. The amount of income paid for the 
service should be dependent upon the amount of the service rendered. We 
cannot measure such services in terms of weight or volume. No scientist 
has yet given us a yardstick of social welfare. The market where productive 

^R. H. Tawncy, The Acquisitive Society (1920). 

® Proof of this will be given in the following chapter. 
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agents are hired, however, supplies a pecuniary measurement. If that market 
is free from monopoly and interference, it fixes the value of productive 
agents through the collective judgment of business enterprisers as to their 
usefulness in production. The price which would attach to a service in a free 
competitive market^ therefore, is a good criterion for its valuation. If an 
individual is paid more than the competitive normal value of the service 
he renders in production, his income is too high, and if he is being paid less, 
his income is too low. 

Here, then, we have two tests to apply to income. If we desire to use 
the word earned to describe those incomes which we believe conducive to 
the social welfare, we many define earned income as follows: That income 
is earned by its recipient which is paid for a socially desirable productive 
service rendered by him, at a price not exceeding the competitive normal 
value of that service. It follows that that income is unearned (i) which is 
received without the rendering of a corresponding useful service in produc- 
tion, or (2) which is paid for at a rate exceeding its competitive normal 
value. This standard of earnings accepts the present income-sharing process 
as sound, in so far as the fixing of prices for productive agents is concerned. 
Therefore it will lead us to no serious disturbance of the present price system. 
Our further analysis will show, however, that it suggests important measures 
which, if adopted, will lead to a considerable reduction of inequality. 

Property and Service Incomes. —A distinction may be drawn between 
those incomes which are derived from the ownership of property and those 
which are obtained by the performance of labor. These may be designated 
as property incomes and service incomes, respectively. Critics of capitalism, 
especially communists and socialists, have frequently attacked all the property 
incomes as wrong, because they claim they arc unearned. Income from labor, 
on the other hand, they defend as being earned by the laborers. Under 
socialism, therefore, the private receipt of interest, rent, and pure profits, 
being property incomes, would not be permitted; only wages, including 
wages of management, would be allowed.^ In the next chapter we will ana¬ 
lyze each of the shares of income in turn, applying to it the twofold test 
developed above. We will see that the communist and socialist denuncia¬ 
tion of all property incomes and defense of all service incomes breaks down 
when closely scrutinized. We will find that some property incomes are 
clearly earned, though many of them are not. On the other hand, we will 
find unearned elements in wages. The collectivist treatment of this question 
is therefore inadequate. 

* Under communism even wages, as we now know them, would eventually disappear, to be 
replaced by a system of moneyless goods-sharing. Sec Chapter XXVIII. 
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Summary 

The present unequal division of income has been severely criticized. 
Statistics show conspicuous inequality in the incomes of different individuals 
and families. A few of the very rich receive a very large share of the 
total national income, while the masses of the people live at very modest 
standards, many of them in poverty. The income of the United States today 
is adequate to maintain our people at a comfortable level of subsistence. 
There is reason to believe, therefore, that a program for the reduction of 
inequality is feasible. 

The desirability of such a program is strengthened by a consideration 
of the ethical aspects of inequality. Inequality cannot be justified on the 
ground that human beings are different, for the differences are accidental, 
not deserved. Inequality is an obstacle to that diffusion of incomes which 
is essential to economic welfare. It prevents the price system from perform¬ 
ing its function of directing production into the channels of maximum 
need. It interferes with productive efficiency by maintaining an idle leisure 
class, by dissipating wealth, and by interfering with the health and morale 
of labor. The law of diminishing utility shows that some gain in satisfaction 
would result from a greater measure of ecjuality. On the other hand, the 
role played by unequal incomes in providing an incentive to production 
suggests that a drastic leveling of incomes would be unwise. A moderate 
program for the reduction of inequality in therefore advisable. 

Moderation is further suggested by considering the present process of 
income division, which apportions income according to the marginal produc¬ 
tivity of the productive agents. This effects economy by encouraging the 
increase of scarce agents, by discouraging waste in their utilization, and by 
awarding profits to efficient enterprisers. Other proposed systems of income 
apportionment, such as payment according to need, sacrifice, or perfect 
equality, offer less promise of success. Not all incomes now received are 
earned, however. By earned income we mean one received in payment for 
a socially useful productive service rendered, at a price not exceeding its 
competitive normal value. Unearned incomes should be prevented. We 
cannot class all incomes derived from property as unearned, and those de¬ 
rived from labor as earned. Each kind of income must be separately 
analyzed, 
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I. For more radical criticisms of the present system of distribution, see Scott Near¬ 
ing, Poverty and Riches (1916); R. H. Tawney, The Acquisitive Society (1920); 
R. H. Tawney, Equality (1929); and the literature of socialism cited at the close 
of Chapter XXVIII. 

For a fuller and more popular presentation of the point of view on the prob¬ 
lem of inequality and its treatment elaborated in this and the following chapters, 
see R. T. Bye and R. H. Blodgett, Getting and Earning (1937). 



CHAPTER XXII 


An Examination of the Shares of Income 


A. Interest 

Attacks on Interest-Taking.—Pursuing the analysis suggested at the close 
of the last chapter, we shall first consider the share of income paid to capital¬ 
ists in the form of interest on invested funds. We are not for the moment 
concerned with the income derived from land, but only with the interest on 
savings invested in equipment. 

The taking of interest for loans has been denounced as improper by one 
group of critics or another from the earliest times. Today the chief attack 
comes from collectivists, who denounce this form of income, along with 
all other revenues derived from property. They argue that labor, working 
with land, produces all wealth, including the capital equipment from which 
interest is derived. The capitalist, as such, produces nothing; he merely 
owns, according to their analysis. Therefore, the laborer should receive the 
full product of his industry, and if the capitalist deducts interest to put 
it in his own pocket, he is robbing labor of what is its just due. In a collec¬ 
tive society all the capital would be owned by all the people together, through 
some form of communal or state organization. No interest would be paid 
to private owners, and all the product would go to the workers. This argu¬ 
ment has been made so repeatedly and vehemently, and it is on its surface 
so plausible, that it must be carefully considered. We can arrive at a correct 
judgment concerning it if we will analyze the nature and causes of interest. 

Why Interest Is Paid.—How docs it happen that investors are able to 
obtain interest for the use of their savings? This query involves two other 
questions—namely, why are borrowers willing to pay for the use of such 
savings, and why do they have to pay for them ? The answers to these ques¬ 
tions should not be difficult for anyone who is conversant with the principles 
of economics. The chief borrowers of funds are businessmen who desife 
to secure equipment for use in their businesses. The modern process of 
production is a roundabout one, in which much labor and material must first 
be put into instruments and equipment of various kinds before consumers’ 
goods can be created. This equipment can come into existence only through 
a process of saving. Those who have more current income than is necessary 
to meet their immediate needs use it to hire labor and purchase materials 
for the production of factory buildings, machinery, tools, and the like. This 
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material equipment will then yield consumers’ goods at some time in the 
future. It has been found that this roundabout method of production yields 
a much larger flow of consumers’ goods in the long run than the more 
direct, noncapitalistic methods of primitive industry. Hence, the use of capital 
equipment in production yields a surplus not obtainable without it. Borrow¬ 
ers of investiblc funds, knowing that this surplus will be at their disposal, 
are able and willing to pay a portion of it to the lenders whose savings make 
it possible. As an illustration of this, let us suppose that a steam railroad 
is to be electrified. The conversion retquires a great deal of preliminary 
expenditure for the manufacture of dynamos and overhead wires, the erection 
of power plants and poles, and the building of new locomotives or cars 
equipped with the necessary electrical apparatus. When the transformation 
is complete a great deal more passengers and freight can be transported for 
a given amount of expense than before. Consequently, the proprietors of 
the line will be glad to pay a portion of their gains to investors who can 
lend the necessary funds for the conversion. 

A great many borrowers are consumers who desire to obtain possession 
of equipment for improving their standards of living. They may borrow 
to build a home, to equip it with labor-saving devices, such as electric re¬ 
frigerators, washing machines, and vacuum cleaners, or to purchase an auto¬ 
mobile. They are willing to pay interest for the use of such equipment in 
order to have it now instead of waiting until they have been able to save 
sufficient funds to purchase it outright. If one desires to own his own home, 
it might be many years before he could accumulate sufficient savings from 
his income to pay the cost thereof. Old age would be upon him, and he 
would have very little time left in which to enjoy it. To secure it now and 
partake of its benefits throughout his lifetime, he is quite willing to pay 
interest to a lender who will finance the project. 

This explanation shows us why borrowers are willing to pay interest, 
but it docs not tell us why they must pay it. They must pay it, under the 
present system of free enterprise, because the fund of savings through which 
new capital can come into existence is scarce, and all useful scarce things 
command a price because of the competition of consumers who bid to secure 
them. One can save only by doing without consumers’ goods. Those who 
enjoy very large incomes can do this easily, but the number of such persons 
is not very great. Those with more moderate incomes can save only at some 
sacrifice to themselves, and the amount which they can accumulate even by 
such sacrifice is small. As a result, the fund of savings is limited in amount. 
Hence the use of it commands the payment which we calj interest. 

The Social Functions of Interest.—The payment of this interest performs 
important functions in the present system of social economy. In the first 
place, it serves to regulate the relative amount of productive activity which 
shall be devoted to future, as distinguished from present, needs. The process 
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of saving and investment is one of withdrawing resources from use for 
present consumption in order to provide future income. For example, when 
funds are invested in the construction of a railway, labor and materials 
which might have gone into immediately consumable goods are put into 
the form of equipment whose benefits will not begin until after two or three 
years of construction, and will not be fully recouped until the passage of a 
long period of time. It is important that a judicious balance between provi¬ 
sion for present and future wants be maintained. If there is too much sav¬ 
ing, present enjoyments may be curtailed to the point of actual deprivation, 
which is poor economy. On the other hand, if we consume too much now 
and fail to provide enough new equipment to increase our enjoyments in 
the future, productive progress is greatly retarded, and may even be stopped. 

The interest rate, which depends on the demand and supply of investible 
funds, tends to maintain the needed balance. If savings are excessive, interest 
will fall, and this will make it possible for enterprisers to make investments 
of relatively low yield that otherwise would not be profitable. So the effective 
demand is increased. At the same time the low rate reduces the inducement 
for saving, so that the effective supply shrinks. On the other hand, if savings 
are deficient, interest rises, demand is checked, and more saving is stimulated. 
But this mechanism is seriously hampered by the unfortunate confusion of 
banking functions that was described in Chapter XV, and by unwise fiscal 
policy on the part of our federal government, which artificially depresses the 
interest rate to keep up the prices of government bonds. Hence the function¬ 
ing of interest as an instrument for balancing present and future is very un¬ 
satisfactory in our economy. 

The second function of interest is to direct investment into the most 
valuable channels. Since the fund of savings is scarce, it must be economized. 
Economy requires that it should be employed only where it is most useful. 
We have already seen how, if there were less inequality, the price system 
would serve to direct industry in accordance with this principle. The interest 
rate is part of the price system which accomplishes this. If there is over¬ 
investment in any one industry, earnings therein will decline until enter¬ 
prisers can no longer pay the prevailing rate of interest. This will prevent 
further investment of funds in that industry and check the overexpansion. 
On the other hand, if some line of production is underdeveloped, the prices 
of its products will rise until earnings become great. Then enterprisers will 
offer higher interest to lenders for such uses, thereby attracting investment 
and bringing about the needed expansion. 

Could Interest Be Abolished?—In any system of social organization, these 
functions would have to be performed somehow. There are economists who 
have gone so far as to say that the interest rate provides the only satisfactory 
method of performing them, and that because of this even a collective state 
would find itself compelled to resort to interest payments. 
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It is conceivable, however, that under collectivism interest might be abol¬ 
ished. In such a society nearly all capital would be owned by the state. 
The state could decide how much new equipment to accumulate, by an 
estimate of present and future n^Jeds, without reference to any interest rate, 
and it could then lay aside out of its current revenues sufficient funds to 
provide for this equipment. Since such a society would not have to rely on 
private saving, it would not be necessary to offer anyone the inducement 
of interest, and a council or commission might be appointed to decide how 
much investment was needed. If the collective state maintained a system 
of exchange and prices, however, it would be natural for it to base its prices 
upon costs; and, in its system of cost accounting, it would be wise to figure 
interest upon the equipment used, whether it was called by that name or 
not. Otherwise the state would have no means of allowing for the costs of 
employing equipment in production. But here interest would be merely 
a bookkeeping device, and no interest would actually be paid to private 
capitalists for the use of their funds. 

Our present concern, however, is not with collectivism, for we are en¬ 
deavoring to work out a program for the reduction of inequality without so 
radical a departure from the system of capitalism. The payment of interest 
appears to be unavoidable so long as we have free enterprise and competition. 
There is no other way for the functions just described to be performed. We 
need have no reluctance in coming to this conclusion, for there is no reason 
to regret the payment of such interest. It can readily be shown that it is quite 
justifiable, and that the collectivist argument, which holds interest to be rob¬ 
bery, is faulty. 

The Justification of Interest.—In the previous chapter we set forth the 
tests by which we could judge of the justness of any form of income. We 
said that income is earned (and therefore justified) when it is received in 
payment for the performance of a service, at no more than the normal com¬ 
petitive price of that service. Our analysis of interest indicates that the in¬ 
vestor does perform a service to the borrowers from whom he receives 
interest. His savings bring to the producer-borrower that surplus product 
which the roundabout prcKCss yields, and they give to the consumer-bor¬ 
rower the immediate use of valuable equipment which it would take him 
years to pay for from his own resources. Also, the rate of interest is fixed 
in a competitive market. It therefore meets our second test. Nor is this rate 
usually high; on the contrary, it is generally quite moderate, seldom rising 
above 5 or 6 per cent per annum on reasonably safe loans. It is further 
justified by the fact that, for those whose incomes are moderate, saving 
involves some sacrifice, to induce which it may be expedient to offer the 
reward of interest. This is a consideration that will be of greater weight as 
incomes become more equally distributed. 

The above argument justifies interest only when it is derived from in- 
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vested voluntary savings. When interest is paid to banks for the use of 
created bank deposits in a process of general credit expansion, it must be 
regarded as unearned. We learned in Chapters XIII and XV that the bank¬ 
ing system, through its power to create money in the very process of lending 
it, can put funds at the disposal of borrowers without any act of voluntary 
saving on the part of individuals. The result is that the broad mass of con¬ 
sumers are forced to curtail their consumption involuntarily, because of the 
rising prices brought about by inflation of the monetary circulation. So, 
industry is provided with equipment at the expense of consumers, without 
the consent of the latter. These consumers do not receive any interest from 
the investments thus made possible at their expense; the interest goes to the 
banks. It is, therefore, clearly unearned by the latter. 

The Laborer Is Not Robbed. —It is not true that labor is robbed of its 
due when interest is paid to investors. It is true that all capital equipment 
is produced by labor, both manual and mental, working with land, but the 
product of most laborers in present society is a future one. Most people are 
employed in manufacturing goods, not for immediate consumption, but to 
be used in the production of consumable goods at some later lime. This 
roundabout process would not be possible unless there was available a surplus 
of present income by means of which laborers working on future products 
could be supported, and even the presence of such surplus would not insure 
the continuance of roundabout production unless those who have the surplus 
were willing to devote it to that purpose. The capitalist, by saving his sur¬ 
plus and investing it, docs this. His investments very largely take the form 
of an advance of wages to laborers. The laborer is fxiid from day to day or 
week to week, in immediately consumable goods. He receives [)aymcnt now 
for a future product. He can hardly expect to claim at once the full value 
of what he is producing, when that product is not yet available. If labor 
was able and willing to wait for its product to assume its final form in con¬ 
sumable goods, it could get it all, but this would mean doing without wages 
in the present—a proposition that would not appeal to laborers. Of course, 
labor is not in a position to wait for the final culmination of the roundabout 
process, because it does not have the surplus to live on in the meantime, 
but the absence of such a surplus is not in itself the result of interest-taking. 
It is the result of those general causes which make for inequality. 

In fact, as Professor Carver points out/ attacks upon the institution* of 
interest nearly always confuse it with other issues. Those who attack it 
think of the rich capitalists who live upon the income from large fortunes 
without working, and they contrast this with the relatively low incomes 
earned by those who are forced to obtain their living by arduous toil. But 
interest is not responsible for this condition. No one ever made a fortune 
by receiving interest on invested funds. It is true that people inherit riches 
^ T. N. Carver, Essays in Social Justice (1915), Chapter VIII. 
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and dien live on the interest therefrom, but the cause of this situation is in 
the institution of inheritance, not that of interest. Again, people become 
millionaires in some business venture, and then may live on the interest 
from the millions. But if this is objected to, the remedy lies in preventing 
the amassing of such fortunes, not in abolishing interest. There is no reason 
why the institution of interest need be interfered with. It is an earned in¬ 
come, the payment of which performs useful functions. The key to the 
problem of inequality lies elsewhere. 

B. The Rent of Land 

The Nature of Land Rent.—We now turn to consider the income de¬ 
rived from land. Under capitalism, most of the land is owned by private 
landlords, who receive a rent for its use. If they cultivate the land them¬ 
selves, they get the rent in the form of products. If the land is leased to 
tenants, they receive it in the form of money payments. We are now con¬ 
cerned only with that part of this income which is derived from the bare 
land itself. We must distinguish this carefully from the return which may 
be attributed to improvements on the land, such as buildings, fences, roads, 
drainage, and the like. All such improvements are equipment created 
through the investment of savings. According to the analysis of Part A of 
this chapter, the capitalist is justly entitled to interest on such investments. 
A landowner, however, very often receives from his real estate an income 
in excess of such interest on the value of the improvements. The surplus 
he obtains is due to the value of the land itself, as a site or mere piece of 
ground. It is this pure land rent that we are now to study. 

In colonial America, vast acres of unused land abounded, while settlers 
were few in numbers. Under these conditions the land was practically free. 
About all that was necessary to secure ownership was to clear a piece of 
ground and settle upon it. As the population grew, three tendencies became 
manifest. First, the most desirable lands gradually became occupied. Second, 
as these lands were more intensively cultivated, a tendency to diminishing 
returns appeared. Third, it then became necessary for new settlers to find 
employment by developing lands poorer in fertility or less desirable in loca¬ 
tion. The principles of economics teach us that as a result of this situation 
two margins of cultivation appear where the returns in product, per unit 
of labor and equipment applied to the land, are relatively low. There is an 
intensive margin, represented by the least profitable application of labor 
and equipment on the better lands, and an extensive margin, represented 
by the poorest lands which are cultivated. When this situation has developed, 
the owners of the better land are able to command a price for the use of 
their superior holdings. The tenant is willing to pay such a price, because, 
by the use of the superior land, he can produce more than is obtainable at 
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the extensive margin of cultivation where free land is to be had. The 
amount of the rent yielded by the better lands is roughly measured by the 
surplus value of the product obtainable on them, as compared with the 
product at the two margins. This principle is embodied in the so-called 
Ricardian law, which is the accepted explanation of land rents. This law 
states that the rent yielded by a piece of land is equal to the surplus value 
product which labor and equipment can produce on that land, over what 
they could produce at the margins of cultivation. 

Land Rent an Unearned Income.—The receipt of such a rent by landlords 
has been a most severely criticized feature of the present economic order. 
Its critics argue that land is not the product of anyone’s labor or industry, 
and therefore should not be appropriated by any individual. It is a gift of 
nature which rightfully belongs to society at large, and not to any privileged 
landowning class. To permit any group of landowners to appropriate this 
natural heritage is particularly obnoxious, they say, because land is the very 
basis of life itself, and everyone necessarily depends upon it. This depend¬ 
ence puts the landowners in a position of advantage where they can exploit 
the rest of the community, deriving income from the mere ownership of 
land without contributing anything in return. 

Properly understood, this argument is substantially sound. If we apply 
to land rent our test of earnings, we will see that land rent is unearned by 
the landlord. Land performs a great service in production, to be sure, but 
the landowner, merely as an owner, does not. He is not responsible for the 
existence of the land. It would be there, with all its natural advantages, no 
matter what became of him. It would have been there if he had never been 
born. Nor is the value of the land the result of any action performed by 
him. Some lands naturally possess better qualities than others, and he who 
owns them can profit by those qualities. As population grows and the land 
becomes scarce, it simply acquires a value which the landowner can take. 

This unearned increment, as it has been called, is conspicuous in the 
case of city building sites. As the population of a growing city increases, 
good locations suitable for business purposes in the central section become 
more and more valuable. The paving of streets, the construction of rail¬ 
roads, and other improvements made by the community likewise increase 
the values of land near to such centers, and these influences may extend for 
many miles out into the country. In time, the business possibilities of central 
urban sites become so great, due to the presence of large numbers of people 
in a small area, that the lands in such locations soar to fabulous prices. Values 
running into thousands of dollars per square foot are not at all unusual, 
and small lots in the hearts of our cities may be sold at figures running into 
millions of dollars. The owners of such sites can lease them for enormous 
yearly rentals, which they cannot be said to have earned, for these values are 
created by the general growth of the community. 
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It is true that, in many cases, the owners of land have done a great deal 
to improve it. Early settlers cleared, fenced, and drained it at the expense 
of much hard work. Buildings have been erected upon it, and roadways 
constructed through it. It should be clear from our argument that such 
owners are entitled to an income sufficient to pay the replacement cost 
of these improvements, with interest on the savings invested in them. 
They are further entitled to wages, at prevailing rates, for their labor (both 
mental and physical) devoted to such improvements. More than this they 
cannot fairly claim, for more than this cannot be earned by other capitalists 
or other laborers who are not so fortunate as to own any land. But such 
interest and such wages are not, strictly speaking, a part of land rent. 
Even without these improvements, the land would still have value, and 
would yield an income if rented to a tenant by its owner. Take a piece 
of land in the country or the city. Raze the buildings on it to the ground; 
destroy all its fences, ditches, roadways, and other man-made features; but 
leave it with such natural fertility as it possesses and in its present location 
with reference to community-built roads, railways, cities, and the like—it 
would still command a rental value. That rent, the pure ground rent, is 
the share of income which is unearned by the owner. 

Risks Not a Justification.—Some people would object to this reasoning. 
They would argue that land rent is justified by the risks which are run by 
the landowner. They would say that if an individual has sufficient fore¬ 
sight to anticipate the growth of a community, and is willing to risk his 
judgment by acquiring a piece of land which he believes likely to improve 
in value, he is entitled to the reward that results from his cleverness. But 
we should not pay people for running risks, unless the bearing of such risks 
can be shown to contribute some useful service to the community. The 
profits of a cotton speculator can be justified because he performs the serv¬ 
ice of stabilizing prices and evening the consumption of cotton from month 
to month and from year to year, but no such service is rendered by merely 
owning land. Why should society reward the incurring of risks that have 
no useful result? We do not so justify the winnings of a gambler. The 
risks involved in land ownership do not suffice to place land rent in the 
category of earnings, because they are not associated with social service. 

The Social Function of Land Rent.—Although the landowner, as such, 
performs no service to society, land rent, like any other price, does have a 
useful function. Unlike interest, it does not greatly stimulate an increase 
in the supply of the thing for which it is paid, for land is not a producible 
commodity. High rents do result in some clearing of forests, drainage of 
swamps, and irrigation of deserts, but the amount of land that can be 
reclaimed in such ways is relatively small. This function of land rent, 
therefore, is not of much importance. 

It has another function of considerable significance. Just as interest 
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serves to direct the investment of savings into their most valuable channels, 
so land rent allots land to its most productive uses. Lands vary greatly in 
productive qualities, according to their location, fertility, mineral deposits, 
and so on. Some are clearly better adapted for certain uses than others, 
but if we were to classify all the lands into such categories as city sites, 
residence sites, truck farming lands, staple crop lands, grazing lands, and 
so on, we would find that there is no hard and fast line between them. 
In each case there would be a margin of indifference where lands would 
be almost equally adapted to two or more different purposes. So it is pos¬ 
sible to withdraw some land from one use and turn it to another, if occasion 
demands it. The adjustment of the supply for each use is adapted to the 
demand through the prices of commodities and the resulting effects upon 
land rents. Between any two alternative uses to which lands of a given type 
may be put, there is a margin of transference where it is just a little more 
profitable to use it for the one purpose than the other. Thus, one might 
use land for growing potatoes instead of tomatoes, so long as it paid to 
do so. But if the land is suitable for both crops, according to the principle 
of opportunity costs it cannot be employed for the one unless it will yield 
as high a rent as it would yield for the other. Hence, if the price of to¬ 
matoes rises, tomato growers can pay a little more for land to be used for 
that purpose, and this will raise the cost of it in growing potatoes, thereby 
forcing up the price of the latter and curtailing the sales. Some land will 
then be diverted from potato to tomato growing until a new equilibrium 
between the two crops has been reached. Thus, land rents, derived from the 
prices of the commodities to which the land is adapted, cause land to find 
its most productive employment, resulting in economy. 

Is the Payment of Land Rent Necessary?—It has been contended that 
land rent cannot be abolished in any conceivable social order. There are 
bound to be differences in the qualities of different lands, which means 
that some are sure to yield products of greater value than others. This 
value surplus, which is the equivalent of money rent, must exist in the 
very nature of things. Moreover, if a price system is maintained in which 
prices are made to cover the costs of labor and savings on marginal land, 
such prices would more than cover the costs of labor and savings on better 
lands, because of the greater product obtainable, per unit of labor and sav¬ 
ings, on the latter. Prices would then include a rent, paid by the purchasers 
of the products, and received by the landowner, whoever he might be. In 
answer to this argument, it might be said that the costs of labor and savings 
on all lands could be averaged, and prices established accordingly; but it 
is not likely that such a system of prices would prove very satisfactory 
because rent prices attached to land are needed to direct the land to its 
most productive employments. Any intelligent system of social accounting 
ought to attach prices to land based upon its value in its possible altcrna- 
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live uses, otherwise we would lack a suitable criterion for deciding how 
much land to apply to this purpose or that. Here again, this function might 
be entrusted to an economic committee or council which could use its judg¬ 
ment instead of prices as a guide; but if we were to maintain a price system, 
the most satisfactory means of doing so would probably be to include land 
rents as a part of it. 

Alternative Systems of Land Policy,—Although land is thus to be con¬ 
sidered an indispensable part of an intelligent price system, it is not neces¬ 
sary that this rent be paid to private owners. There are three possible 
policies with regard to land which a nation might pursue: 

(1) It can leave the land in the hands of private owners, permitting them 
to receive the rents as they do now. We have already seen that this policy 
is undesirable because it puts into the hands of landowners an unearned 
income. 

(2) Another possibility would be for the state to acquire all the land, 
either by purchase from its present owners or simply by confiscation. All 
lands would then become public property. This would be done under 
some forms of collectivism; but public ownership of land would not neces¬ 
sarily go as far as collectivism, for it need not involve the state operation of 
industry. The land could be leased to private individuals, who would carry 
on their industrial operations very much as they do today. These individ¬ 
uals, however, would be tenants, not landowners, and would pay a rent to 
the state for the use of the land. The rents so collected could be employed 
in ways beneficial to the public at large, such as the building of highways 
and the extension of public schools. 

It can be objected to such a proposal that tenants do not usually make 
the best cultivators. Since they have no permanent interest in the land, 
they are likely to abuse it, sapping its fertility without replacement, and 
not even providing against the wearing out of capital improvements. In 
fact, it has been argued that private ownership of land can be justified by 
the more rapid development and careful cultivation which takes place where 
the same individual is both cultivator and owner. Private ownership of 
land, however, gives no assurance that the owners will actually do the 
cultivating. Abserftee ownership, leaving the actual use of the land in 
the hands of tenant farmers, is widespread in Europe and is increasing in the 
United States. On the other hand, it is possible that the evils of tenant 
farming can be obviated if the tenant is given some permanent interest 
in the real estate which he cultivates. If he were assured permanent pos¬ 
session of the land, together with actual ownership of all the improvements 
which he made thereon, satisfactory results might be obtained. This could 
be done without permitting him to appropriate the rent of the land itself. 
He would then have an incentive to cultivate efficiently, earning interest 
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on all of his investment, while the surplus due to the bare land would be 
appropriated to the public use. 

(3) A feasible method of carrying out this idea would be to permit pri¬ 
vate individuals to own the land, but to require them to pay part or all 
of the rent to the state, in the form of an annual tax. A most interesting 
proposal along this line is the Single Tax program, which has been enthu¬ 
siastically advocated by its adherents for several decades. In the next chap¬ 
ter we shall consider the advisability of incorporating this proposal, or a 
modification of it, into a general program for the reduction of inequality. 


C. The Wages of Labor 

The Nature of Wages.—The income of laborers consists mainly of 
wages. There are many kinds of labor, and a different wage rate is estab¬ 
lished for each of them. Labor is not a homogeneous commodity capable 
of being shifted, like the mobile savings fund, into any employment where 
it is needed. On the contrary, it is divided by barriers of heredity, training, 
and other influences, into separate grades, known to economists as non¬ 
competing groups. Hence, unlike the interest on invested savings, which 
tends toward a uniform rate, there are sharp, permanent differences in the 
prices that prevail in the labor market. Each wage rate depends upon the 
conditions of demand and supply for the particular type of labor concerned. 

According to the prevailing theory of distribution (income sharing), the 
demand in each occupation is based upon the marginal contribution of the 
laborers to the value-product of the industry. This marginal product is 
small, and wages are therefore low, when the supply of the given type of 
labor is large in relation to the other productive agents with which it must 
be employed. Conversely, when the supply of labor is scarce, the marginal 
product is great, and the wage is therefore higher. The supply depends 
mainly upon the growth of population in each of the noncompeting groups 
of society. This, in turn, is considerably affected by the standards of living 
prevailing in these groups. Where people are accustomed to high standards 
of living, the number of hildren per family is usually small, so that there is 
a scarcity of numbers which makes wages high among the laborers of that 
grade. Where low standards of living prevail, as is usually the case among 
unskilled workers, large families are the rule, and wages are corres{X)nd- 
ingly low. Each stratum or grade of labor has a choice of many different 
occupations which people in that group are capable of filling. The supply 
of labor available for each occupation within the grade will depend upon 
the relative attractiveness or unattractiveness of the different trades. Those 
trades which offer special advantages will be able to get labor at lower prices 
than those which are particularly arduous, or dangerous, or possessed of 
other disutility. 
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As a result of these circumstances, we find considerable differences in 
wages (i) between the various noncompeting groups or strata of society, 
and (2) between occupations within each group. In addition to these there 
are also differences (3) between places which, being located at some dis¬ 
tance apart, are not in the same labor market, and (4) between men and 
women in the same occupation. Inasmuch as these wage differences have 
a considerable bearing upon the problem of inequality, we must under¬ 
stand them and consider to what extent they arc desirable and necessary. 

Wage Differences Between Noncompeting Groups. —The most conspicu¬ 
ous differences in wages are those which result from the stratification of 
society into noncompeting groups. We find a few gifted individuals, such 
as opera singers, champion prize fighters, motion picture stars, and other 
geniuses, whose services command enormous fees; professional men, such 
as lawyers, physicians, architects, and the like, who receive generous pay 
for their services; skilled workmen, such as mechanics, engravers, and elec¬ 
tricians, whose wages suffice for a comfortable living; and unskilled work¬ 
ers, such as ditch-diggers, cleaners, and general laborers, whose wages are 
quite low. So long as there are marked differences in the abilities of dif¬ 
ferent classes in society, these differences in wages perform a useful economic 
function. Each employer, under the pressure of competition, seeks to keep 
his costs as low as possible; therefore he uses the cheaper grades of labor 
wherever he can, employing the high-wage workers only where they are 
most needed. Thus the high wages tend to direct the scarcer types of labor 
to those uses where they are most valuable. This contributes to social 
economy. 

But this does not mean that the stratification of labor into different levels 
is a good thing. It is certainly advantageous to have people of diverse in¬ 
terests and abilities, so that some are available to do each of the many 
kinds of work that production requires. It is unfortunate, however, that 
some types are so much more abundant than others that their wages must 
be deplorably low. Where the various economic classes are separated by 
artificial barriers, such as racial prejudice, lack of educational opportunities, 
and the like, society would be the gainer by the removal of such obstacles. 
For it is clearly to our advantage if we can take men who would otherwise 
be unskilled workmen, of relatively little usefulness, and make of them 
skilled artisans of much greater value in production. And where wage dif¬ 
ferences are the result of unequal natural abilities, we would increase the 
general prosperity of society if we could find means to reduce the percentage 
of births among people with poor heredity and increase the growth of 
population among the higher grades. Such measures would bring about 
an equalization of wages automatically, without upsetting the existing 
economic order or resorting to crude proposals for tinkering with wages. 
So long as an unbalanced distribution of human abilities persists, correspond- 
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ing wage differences cannot be eradicated, if the price system, with its 
resulting economy, is to be retained. In the next chapter we shall consider 
the possibility of reducing the differences between noncompeting groups 
along the lines which have just been suggested. 

Compensating Wage Differences within Each Group.—Within each of 
the various labor strata, different rates of wages are paid in the various 
occupations open to the members of that grade, these differences depending 
on the relative advantages of the different trades. For instance, a painter of 
church steeples and other high buildings is paid more than painters of 
the ordinary sort; and common pick-and-shovel labor working in dangerous 
underground excavations, such as the so-called “sand-hogs” employed to dig 
tunnels under rivers, is paid much more than is received by the same grade 
of labor working above ground. To the extent that wage differences thus 
compensate for the unequal advantages or disadvantages of different trades, 
they perform a useful economic function, for where labor has a choice of 
two or more occupations whose advantages differ, it will naturally go into 
the more attractive one. The higher wage paid for the work which pos¬ 
sesses the greater disutility offsets this and serves as an inducement to secure 
supplies of labor for the unattractive jobs. There is thus a natural equilib¬ 
rium which apportions labor according to the need for it in its various 
employments. 

The perfect operation of this principle, however, is interfered with by a 
number of obstacles. Labor is often ignorant of its own opportunities, as 
well as lacking in foresight in the choice of employment, so that it does not 
always direct itself to the occupations that offer the greatest wage, in pro¬ 
portion to the advantages or disadvantages. Then, too, sometimes the na¬ 
ture of an industry changes, or a new machine is introduced, which 
decreases the market for a certain type of labor. In such cases there is an 
oversupply of laborers who have long been employed in the industry and 
who cannot readily enter a new skilled occupation. While the wage dif¬ 
ferences which result from these things are not uneconomical, they are not 
performing their function entirely to our satisfaction; for although low 
wages will prevail in the occupations which are overstCKkcd and high wages 
in those where labor is lacking, the differences do not suffice to bring about 
the needed readjustment. Labor is not sufficiently mobile to shift from the 
poorly paid trades to the better paid ones. Hence, measures tending to 
increase the mobility of labor will help to bring about an equalization of 
wages and to apportion workers more economically among the various 
trades. An unjustifiable depression of wages in one line will thereby be 
corrected, along with excessively high wages in another. 

Differences in Wages Between Places. —Where different wages for the 
same trade prevail between two different places, it is an evidence of a lack 
of economy in the distribution of labor. If labor in the building trades is 
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scarce in Chicago while it is abundant in New York, the wages of plas¬ 
terers, bricklayers, carpenters, and the like will be high in the former and 
low in the latter. In this case it is apparent that the utility of such labor 
would be greater if some of it were moved from New York to Chicago. 
The differences in wages prevailing between the two places tend to en¬ 
courage such movement, and they therefore help to correct the maladjust¬ 
ment. To the extent that they do so, such wage differences perform a 
useful function. The fact is, however, that labor is lacking in mobility. 
In this respect it differs greatly from material commodities. If a high price 
for potatoes prevails in Chicago at the same time as a low price in New 
York, dealers in that vegetable will very quickly ship potatoes from the 
one place to the other, until substantial equality of prices in the two com¬ 
munities is established. Laborers, however, cannot readily give up their 
homes, and move themselves, their furniture, and their baggage away from 
their friends and associates into a new community. Hence the difference 
in wages is not effective enough to bring about a rapid adjustment. For 
this reason measures to promote greater mobility of labor, such as labor 
exchanges, are very desirable. At the same time, such measures will make 
for greater ecjuality of earnings. 

It is not clear, however, that labor mobility should be promoted on an 
international scale. Where differences in wages prevail between different 
countries, it is true that the low-wage labor would be more valuable to the 
world if it were moved to the place of higher wages. On the other hand, 
the differences in race and culture between the world’s various peoples are 
so great that difficult social problems are created when international mi¬ 
gration takes place. The presence in the United States of immigrants from 
southeastern Europe and Asia has caused grave problems in this country. 
Also, it is doubtful whether such migration is the best way to meet the 
problem of low wages in the countries from which the immigrants come. 
Low wages in such countries are usually the result of poor industrial effi¬ 
ciency and overpopulation. 1 he exodus of large numbers of people will 
not correct either of these defects. The ranks of the departing are quickly 
filled by the high birth rate prevailing among those who are left behind. 
Meanwhile, the migrants increase the population and depress the wage 
level in the countries to which they go. A better cure for low wages in 
countries backward industrially lies in the adoption of progressive meas¬ 
ures for economic reconstruction and for the reduction of an excessive birth 
rate. Attempts to adjust world wage levels to equality through interna¬ 
tional migration, therefore, are not advisable. 

Differences in Wages Between the Sexes. —It has often been observed 
that women are usually paid less than men, even in the occupations where 
both are employed at identical work. To some extent this inequality is based 
upon a real difference in the efficiency of the two sexes. Women are likely 
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to lose more time than men on account of sickness, and they frequently 
prove to be but temporary employees, because they are likely to marry and 
leave their employment after a time. Men are more satisfactory to their 
employers because of their greater steadiness and permanence. Where the 
wage difference rests on this basis, it accords with sound principles of econ- 
omy; for if men are more valuable, a higher price should be attached to 
their services in order that they may be reserved for the most important 
work, leaving women to be employed where their handicaps are of less 
serious consequence. 

On the other hand, not all wage differences between the sexes are to be 
attributed to this cause. We have not yet entirely recovered from the tra¬ 
ditional belief that women are destined by nature to certain types of work 
deemed peculiarly adapted to them, and that the more skilled and remu¬ 
nerative employments should be reserved to men. This creates a prejudice 
against the entrance of women into certain of the professions and trades 
which is difficult to overcome. As a result, there is an overcrowding of 
women into such occupations as domestic service, teaching, department 
store selling, stenography, and certain types of factory employment, which 
depresses their wages in such trades. Where the difference in wages rests 
on such a basis, it is indicative of an uneconomical situation. It would be 
advantageous to break down such barriers of prejudice and custom in order 
that women might be admitted freely into the occupations where their labor 
would be more valuable. The familiar slogan “Equal pay for equal work” 
has a perfectly sound economic basis, but it can only be applied properly 
where the two sexes can really do work of equal c]uality. 

Earned and Unearned Elements of Wages.—In most discussions of earned 
and unearned income it is taken for granted that wages are earned. 
Marxian socialists class wages as service incomes, in contrast to the property 
incomes, which they regard as unearned. It is true that most labor performs 
a useful productive service, and therefore the wages received meet our 
first test of earned income. However, where workers are engaged in so¬ 
cially undesirable activities, such as prostitution, the sale of noxious medi¬ 
cines, or the promotion of mendacious advertising, their wages fail to meet 
that standard. Individuals possessed of a high sense of social responsibility 
refuse employment in these lines, while those with less social conscience, 
who are not unwilling to accept such employment, are sometimes deterred 
by the odium of public censure. However, the best means of preventing 
the prevalence of such antisocial activities is not to be found in measures 
directed against the individual wage-earner so employed, but in greater 
social control of the industries concerned. 

If, in addition to being payment for a desirable productive service, the 
wage received by labor is established in a competitive market, then it meets 
the second, as well as the first, test of earned income. Sometimes the wage 
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is less than freely competitive conditions would bring about. This is the 
case in the sweated trades, where unscrupulous employers are able to ex¬ 
ploit the ignorant immigrants crowded into our cities, when the latter 
might find more remunerative employment elsewhere if they were not 
handicapped by barriers of language and lack of knowledge of American 
conditions and possibilities. On the other hand, there are cases where wages 
exceed the rates which would be established in a freely competitive market. 
This is true where trade unions have secured a monopoly in their trade 
and, by strictly limiting the number of apprentices that can be taken into 
the industry, or by making it difficult to secure membership in the union, 
they have succeeded in creating a scarcity of labor. The excess wages in 
such cases are just as clearly unearned as the profits of any trust or big 
business monopoly. Again, an occasional shortage of labor in a given 
occupation, resulting from a sudden increase in demand or decrease in the 
supply, may boost wages for a time to a point far above the long-time 
normal level. One might also mention the exorbitant salaries of a few 
business executives; but these are really a concealed form of business profits, 
rather than wages. There are also the huge fees of certain geniuses— 
motion picture stars, singers, and the like, whose talents are so exceptional 
that they almost constitute personal monopolies. In general, however, there 
is little occasion to complain of excessive wages. The laboring class as a 
group is paid but moderately, and often poorly. A general raising of the 
level of wages is essential to the correction of inequality and the promotion 
of national prosperity. 

D. The Profits of Business Enterprise 

Gross Profits and Pure Profits. —We must now turn to the fourth (and 
last) share of income—the profits of business enterprisers. Their share of 
the product of industry is composite, because they contribute more than 
one factor to production. Most enterprisers have capital of their own in¬ 
vested in their businesses. They may also act in the capacity of labor, per¬ 
forming the functions of supervision or management. Quite reasonably, 
they expect to receive from their businesses a return at least equal to the 
interest they might obtain from their capital by investing it in the loan 
market, plus whatever wages they could earn as employees for some other 
person. If there was not a fair prospect of such revenue, they would not 
enter into business for themselves. Hence, business may be expected nor¬ 
mally to yield a profit equivalent to these two items. But, as enterprisers, 
they hope for more than this. It is the possibility of obtaining a surplus 
that induces them to undertake the responsibilities of maintaining busi¬ 
nesses of their own. On the other hand, the uncertainties of their position 
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are such that they may suffer an actual loss. The total profits of a business 
in any one year, therefore, may be either large or small. 

These total earnings, representing the excess of the enterpriser’s receipts 
over his outlays for wages, materials, interest on borrowed capital, insur¬ 
ance, taxes, and the like, arc usually known as gross profits. Gross profits 
are composed of three elements, corresponding to the above analysis. They 
are: interest on enterpriser’s capital, wages of management, and pure profits. 
The interest may include a rent derived from land owned by the enterpriser. 
Pure profits represent the difference between gross profits and the sum 
of interest on enterpriser’s capital plus wages of management. So far as 
enterpriser’s interest (including land rent) and wages are concerned, they 
do not differ essentially from the ordinary returns accorded to capital and 
labor in the loan and wage markets. What wc have said about them in 
the first three sections of this chapter will apply equally to them here. Pure 
profits, however, are a different sort of revenue, which will now be 
discussed. 

Pure Profits as a Reward and Inducement for Risk-bearing.—Some 
writers believe that pure profits may be justified as a reward for the risks 
of businessmen. The enterpriser is of necessity a speculator. Assuming 
the responsibility for the conduct of a business in an economic order where 
production is in anticipation of demand, he must hire his laborers and 
pay them in advance, and he must borrow capital on which he guarantees 
to pay fixed interest payments at regular intervals. These costs are incurred 
in advance of sales. There is a chance that production will be interfered 
with by strikes or other contingencies, or that, if completed, there will be 
no market for the product, or that the price obtainable will he too low 
to cover the costs. It is said that we cannot expect the individual to incur 
such risks without recompense, and hence, that he is entitled to some 
surplus above interest and wages of management. It is further argued that 
the recompense is not excessive, for many believe that if all the losses in¬ 
curred by businessmen were balanced against the gains, the average surplus 
would be found quite small. There might even be a net deficit. 

It is true that enterprisers incur risks, and that in doing so they often 
render service to the community. Certainly the consumer is benefited by 
having commodities produced for him in advance and offered in great 
variety for his use, to be purchased if he likes, or refused if they do not 
appeal to his fancy. According to the idea of just compensation which 
we have accepted, such risk-bearing ought to be paid for at a fair rate of 
remuneration, as established by competitive bargaining. But the present 
random allocation of profits to businessmen can hardly be justified on such 
a basis. There is no established rate of remuneration for the risks of busi¬ 
nessmen. There is just a mad scramble in an ever-changing, dynamic world, 
with the most extraordinary fluctuations of loss and gain as a result. There 
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is no relation between the losses of any one individual and his gains. He 
may have a deficit one year to be followed by a surplus the next, but there 
is no assurance that any constant or reasonable average will be maintained. 
He may lose out completely and be forced into bankruptcy, while another 
may be successful throughout his career. Surely the high gains of one are 
not to be justified as compensation for the losses of another! Yet this is 
just what is implied when it is argued that profits are earned because the 
average rate of return is not excessive, and no more than compensates for 
the risk of loss. No doubt there is sometimes a relation between the profits 
of the individual and his efficiency. Gcx)d judgment, knowledge of the 
market, and careful organization may be responsible for success, while in¬ 
competence and carelessness may often lead to failure. Yet we have no 
assurance that such is usually the case. On the contrary, there is every 
evidence that profits depend to a large degree upon mere chance or luck. 
Prices may go up, causing nearly everyone to gain, or they may go down, 
bringing general losses. The demands for products fluctuate unexpectedly, 
new inventions upset the market, and many other things may happen to 
cause profits to rise or fall. Hence, there is no definite correspondence be¬ 
tween the risks borne by any individual and his profits. He may bear risks 
for years and never be rewarded, while another whose risks are less may 
be rewarded much more fully. There is very little justice in such a chaotic 
arrangement. 

The above concerns the argument that profits are a just reward for the 
risks of enterprisers. Slightly different, and much more nearly valid, is the 
reasoning which would justify profits as a necessary inducement to risk¬ 
bearing. This does not attempt to defend them on the ethical principle 
that profits are a fair reward for risk assumed. It merely asserts that the 
payment of profits is expedient, because without them businessmen would 
not assume the risks of production. Hence some inducement in the way 
of special payment conduces to the social welfare. In a competitive system 
of free enterprise, the payment of some reward for risk-bearing is probably 
necessary. It is not likely that production in anticipation of demand, with 
enterprisers assuming the responsibility, could take place without it, but 
some question may be raised as to the amount of reward that must be paid 
for this purpose, and the nature of the payment. It is doubtful whether 
the excessive gains now obtained by some enterprisers are really required to 
maintain the system. The prospect of some pure profit in addition to in¬ 
terest and wages is a reasonable price for consumers to pay for the services 
of businessmen, but need this reward run into millions? However this may 
be, the payment of such rewards will become less necessary as progress 
is made in the stabilization of business. If we can improve the efficiency 
of business organization and of marketing, by such measures as are ad¬ 
vocated in Chapters II and VI, and reduce the fluctuations of business, as 
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suggested in Chapter XIII, the risks assumed by enterprisers will be very 
much reduced. The payment of excessive profits will then no longer be 
necessary, although a moderate profit will probably always be needed so 
long as the system of capitalism prevails. 

Pure Profits as an Incentive to Efficiency.—Somewhat similar to the 
defense of profits as an inducement for risk-bearing is the contention that 
they are justified as a stimulus to efficiency. In the preceding chapter our 
attention was called to the part played by the prospect of riches as an in¬ 
centive to industrial achievement. Profits from the successful conduct of 
business are one of the principal sources of such riches. There is no limit 
to the gains that can be made by an able businessman if he is reasonably 
fortunate. This possibility undoubtedly spurs many persons to energetic 
activities which they might not undertake for a less strong inducement. 
We cannot know how great a part the lure of profit plays in furnishing 
the driving power for industry, but, great as it may be, there are serious 
defects in its operation. 

In the first place, there is no necessary correlation between the amount 
of service rendered and the amount of profits received. Unless wages of 
management itself be taken as the measure of an enterpriser's contribution 
to production, there is no competitive price established as a standard. 
Hence, we can hardly believe that the amount of his gains is any sure cri¬ 
terion of the amount of his service. One may be much more efficient than 
another in the conduct of his business; his gains may be greater than 
that of his competitor by a millionfold. Are we then ready to state that his 
efficiency was a million times as great? If we accept this, then we must 
give up any attempt to reduce the inequality of incomes in society, for 
we would be forced to recognize the greatest extremes of inequality as 
expedient and proper. There are times, too, when the man who reaps the 
gain is not the one who really contributed to the achievement. Everyone is 
familiar with the fact that inventors, whose genius has contributed con¬ 
trivances of remarkable value to mankind, have often been exploited by 
financiers, who bought their inventions for a song and then made millions 
from their manufacture. 

This leads to the thought that in many cases profits result from busi¬ 
ness activity which contributes no useful service to the community at all. 
This is usually the case with those profits which result from chance. It is 
particularly true of those profits which result from sharp practices, such as 
the predatory manipulations of financial swindlers or the foisting of worth¬ 
less products upon the consuming public. Many shrewd deals and corporate 
reorganizations which are legal and apparently respectable are nevertheless 
essentially rascally in their intentions and effects. Products may be adul¬ 
terated and made to look like what they are not, or worthless and even 
poisonous nostrums may be widely sold through mendacious advertising. 
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Finally, profits are often the fruits of monopoly. Here the gain results, not 
from production, but from the curtailment of production; for it is only by 
limiting the supply of its product that the monopoly can exact a high price 
from consumers. 

These considerations give pause to him who would approve of profits as 
the incentive to efficiency. Granted that they frequently spur businessmen 
to achievement, it must be admitted that too often they bear no relation 
to efficient service performed for society. The same must be said of the 
high salaries sometimes paid business executives. They arc rather a con¬ 
cealed form of profits than ordinary wages. 

Earned and Unearned Elements of Business Profits. —We may, then, 
conclude that there are both earned and unearned elements in business 
profits. The interest on enterprisers’ capital, when derived from savings, is 
justified as earned by the argument of section A of this chapter. In so 
far as it consists of land rent it is unearned. True wages of management 
are mostly justified by the argument of section C, but exorbitant salaries, 
arbitrarily determined, consist partly of pure profits. Pure profits are earned 
only when they constitute reasonable payment for efficient service rendered 
in socially useful production. Where they are the result of chance, preda¬ 
tory business operations (such as financial manipulation, adulteration of 
products, the production of worthless commodities), or monopoly, they arc 
unearned. Negative pure profits, or losses, may likewise be said to be 
earned, or deserved, where they are clearly the result of inefficiency, but 
are undeserved when they are caused by mere misfortune or chance. Wise 
social policy should seek to curtail both unearned profits and losses as far 
as possible. 

Summary 

This chapter has been devoted to an economic and ethical analysis of 
the four major shares of income. We have tried to see to what extent these 
incomes perform useful economic functions, and to what extent they are 
earned, according to the tests developed in the preceding chapter. 

Interest on voluntary savings (as distinct from that on created bank de¬ 
posits) is earned because (t) it is paid to capitalists for rendering the service 
of financing the production of equipment, without which the roundabout 
process could not be carried on; and (2) it is paid for at a low rate, 
established in the competitive loan market. Such interest performs the 
useful economic functions of regulating the proportion between provision 
for present and future income, and of directing investment into its most 
important channels. Although interest might be abolished, it would be a 
useful part of any price system, even under socialism. Radical attacks on 
interest confuse it with the problem of large fortunes, an essentially sep¬ 
arate issue. 
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The rent of bare land, exclusive of improvements, is an unearned sur¬ 
plus arising from the scarcity of desirable land and its consequent value 
in production. Land rent performs the function of apportioning the various 
kinds of land to their most productive uses, but the landowner, as such, 
makes no useful contribution. Although the apportionment could be done 
in some other way, it is most readily accomplished through rent prices 
attached to land as part of a general price system. This rent, however, need 
not be paid to private landowners; at least a part of it can be appropriated 
to the public use. 

The wages paid to labor diiJer greatly between noncompeting groups, 
between occupations within a group, between places, and between the sexes. 
In so far as such differences cause labor to be withdrawn from places or 
occupations where it has little utility to those where it has greater utility, 
they promote economy. All four types of wage differences have this tend¬ 
ency, but it is seriously interfered with by the immobility of labor, thus 
causing wage differences to persist which would otherwise be removed by 
the redistribution of labor. Hence, measures for promoting the increase of 
high-grade and decrease of low-grade labor, the migration of labor from 
occupation to occupation within a group, and between places within a 
country (but not between countries of different races and customs), and 
also those tending to reduce the prejudice against the employment of women 
in certain trades, are desirable. Most wages are earned, but those resulting 
from antisocial activity, from trade union monopoly, from individual mo¬ 
nopolies, or from artificial scarcity, are not. 

Of the three elements of gross profits, interest on enterprisers’ capital, 
where derived from savings but not from land, is earned. Wages of man¬ 
agement are likewise earned. Pure profits are earned only where they con¬ 
stitute a reasonable payment for efficient, useful service. Excessive pure 
profits cannot be justified as a reward for risk-bearing, for there is no cor¬ 
relation between an individual’s risks and his gains. Some profits are jus¬ 
tified as an inducement to risk-bearing, but this will become of less impor¬ 
tance as business stabilization progresses. Some pure profit can be defended 
as a necessary inducement to efficient production, but the argument is 
weakened by the fact that many profits are made without service being 
rendered to the community. Such profits should be prevented if possible. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

Much material for this chapter has been suggested by the able and interesting 
analysis of income shares contained in H. D. Henderson’s Supply and Demand 
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Social Justice (1915), especially Chapters VI, VII, VIII, XI, and XIII, also offers 
a thoughtful criticism of these incomes, presented in his usual stimulating style. 
F. M. Taylor, in his Principles of Economics (1921), Chapters XLII to XLV, cn- 
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of it almost entirely. On the other hand, R. H. Tawney, in The Acquisitive 
Society (i9'2o), especially Chapters I to V, takes a searchingly critical, but con¬ 
structive, attitude. An analysis of earned and unearned incomes, especially rent, is 
contained in Part II of H. G. Brown’s Economic Science and the Common Wel¬ 
fare (sixth edition, revised, 1936); also in Chapters XII to XVI of his Basic 
Principles of Economics (1942). For a strong presentation of the view that profits 
are derived from predatory rather than serviceable activity, one can hardly im¬ 
prove upon T. Veblen’s The Theory of Business Enterprise (1904). 
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The Reduction of Inequality 

A. The Causes of Inequality 

A Scientific Approach to the Problem. —In Chapter XXI we surveyed 
the facts showing how unequally the income of the United States is dis¬ 
tributed, and we learned why this inequality is undesirable. In Chapter 
XXII we examined the four shares of income in some detail to ascertain 
how far they could be justified, and to what extent modification of them 
seems desirable. With these discussions as a background, we are in a posi¬ 
tion to work out a program for the reduction of inequality. 

It would be futile merely to divide the income of the country equally 
among the people, regardless of their ability or productivity, or of other 
economic considerations. Vilfredo Pareto explained that “After a short time 
the inequalities, which had been destroyed, would reappear. Equality could 
only be maintained by periodic redistributions at short intervals.” ^ But 
this does not mean that there is no remedy for unequal distribution. “Such 
statements amount to no more than saying that, if the present fact of 
inequality is suddenly removed, while the causes which have produced 
it in the past are left in operation, the fact of inequality will reappear in 
the future. It is equally true to say that, if we bail out a leaky boat, it 
will continue to let in water. But this throws no light cither on the causes 
of the leak or on the practical possibility of repairing it.”^' Professor Car¬ 
ver goes so far as to say: “We can have any degree of equality we want, 
and in the strictest harmony with economic laws, if we are willing to pay 
the price and to pursue a constructive program in harmony with economic 
laws. Economic laws are not opposed to equality. They do, however, 
interfere with certain ideas of equality. Gravitation does not prevent avi¬ 
ation; it does, however, make certain systems of aviation impossible, as 
Darius Green found to his sorrow. Economic laws interfere only with the 
plans of the Darius Greens of social reform.”® 

A sound program must attack the causes of inequality. If we can re¬ 
move or modify them without interfering seriously with production, and 
without bringing on other economic disaster, we should do so. Some of 

^ Cited in H. Dalton, Some Aspects of the Inequality of Incomes (1920), p. 241. 

^Ibid. 

*T, N. Carver, Essays in Social Justice (1913), p. 266. 
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the causes are specific and immediately apparent; others are more general 
and remote. The former are more easily controlled, but their elimination 
is less likely to meet the problem. The latter are more difficult to get at, 
but their removal is all the more important because they are fundamental. 
It is not likely that society in the near future will be able to solve the 
problem of inequality completely. It may be necessary, therefore, to re¬ 
sort to makeshift measures which treat the symptoms rather than the dis¬ 
ease, relieving the more acute suffering which is caused by unequal 
distribution without eradicating it. Before committing ourselves to a pro¬ 
gram, however, let us undertake an analysis of the causes, beginning with 
those which are more fundamental and remote. 

Differences in Heredity.—An obvious source of the inequality of incomes 
lies in the different abilities of human beings. These differences are in¬ 
born to a large extent. It is not true that all men are created equal. Some 
are larger, stronger, more vigorous and powerful in physique than their 
fellows. Some are gifted with one talent, such as musical or artistic ability, 
while others show aptitude in another field, such as the sciences or me¬ 
chanical arts. Psychologists have recently demonstrated that various grades 
of intelligence are exhibited by our people. Intelligence tests applied to 
millions of men drafted for service in the two world wars showed marked 
differences in the mental levels of the soldiers examined. 

Such differences as these are largely hereditary. While it is not denied 
that differences in human ability can be considerably modified by the in¬ 
fluence of the environment, nature has endowed each person at birth with 
different capacities, and these capacities set limits of achievement beyond 
which one cannot hope to go. It is native intelligence, and not the devel¬ 
opment of mind resulting from education and experience, which the above- 
mentioned tests are designed to show. It is natural that such differences 
should lead to inequalities of income. We should expect the more gifted 
members of society to be more successful than their less well equipped 
fellows. If one is born with genius of the right kind, one is pretty sure to 
rise to a position of affluence, while the person of very low capacity will 
usually be living in a state of comparative poverty. 

Differences in Environment.—^Not all the inequality which prevails in 
modern society, however, can be explained in this way. People are not 
only unequally endowed at birth, but they are offered unequal advantages 
by the environment in which they are placed. Although America may 
justly be considered a land of opportunity, these opportunities are by no 
means equal for everyone. Some are born in well-to-do families, which 
enables them to get an especially favorable start in life. The superior home 
influence gives them a better training, and they are more likely to obtain a 
good education. When ready to make their own living, relatives or friends 
secure them a desirable appointment. In addition to all this, they may in- 
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herit wealth, which assures them a large income or the capital necessary 
to launch them into businesses of their own. Those who are so unfortunate 
as to be born in poorer families are much less likely to enjoy the advantages 
of an uplifting home influence. Their health may be impaired by improper 
food or unsanitary conditions of living. They have less chance to obtain a 
good schooling. There are no friends to place them in executive positions, 
and there is no inheritance to provide them with capital. It is no wonder 
that such inequalities of opportunity lead to great inequalities of income. 

In addition to these influences, which arise out of wealth and poverty, 
there are the forces of chance, which are very whimsical in bestowing their 
favors. The lucky discovery of oil on one’s farm, a new development in 
science, an unexpected increase in the demand for one’s product, even some 
sudden disaster to one’s competitor—any of these may be the source of a 
fortune. Or, the death of a parent, the accidental injury of one’s body, an 
earthquake or flood, the devastation of war, or an unexpected turn in 
prices, may be the cause of poverty. 

The Sources of Great Fortunes.—So long as we speak in such general 
terms are these, it will be difficult to point the way to a reduction of in¬ 
equality, for who can hope to give a single formula which will establish 
an equally good heredity and an equally favorable environment for every¬ 
one? But the general causes operate in specific ways. Hence, there are 
specific sources of riches and poverty, which, being more tangible, are 
easier to control. A survey of the manner in which our millionaires have 
obtained their wealth will give us a view of some of these. Most of us are 
already familiar in a general way with how such fortunes are made. 

Very seldom do they arise from wages. No doubt the large salaries 
occasionally paid in industry have been responsible for some moderate 
fortunes, but one cannot accumulate millions from such a source. There 
are some conspicuously wealthy persons whose incomes have been derived 
from purely personal services. A number of motion-picture stars are re¬ 
puted to have amassed millions through their acting, and it is well known 
that a world’s heavyweight prize-fighting champion is paid tens of thou¬ 
sands of dollars or more for a single encounter. But these winnings are 
more truly to be regarded as profits than as wages, and they frequently 
take the form of royalties on sales, or a percentage of the gate recepits. 

Interest, also is never the source of a fortune, for interest payments of 
any considerable size can only be derived from a fortune that is already 
large. 

If riches are not acquired from wages or interest, they must be derived 
from land rents or business profits. This is, in fact, usually the case. Not 
a few fortunes have been made from rising land values, through specula¬ 
tion in real estate. The growth of land values in New York has been 
responsible for creating or increasing a great many fortunes, and nearly 
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every large city has its rich citizens whose money has been made in a 
similar way. The period of wild speculation in Florida lands from 1923 
to 1925 made fortunes for many, although much money was lost in the 
subsequent collapse of that boom. 

Great fortunes have also been made in the exploitation of such natural 
resources as coal, oil, copper, lumber, and the like. When these have been 
acquired in the early stages of development, they have subsequently proved 
to be worth enormous sums. We have our coal barons, our copper kings, 
and our oil magnates, whose unofficial titles reveal the sources of their 
riches. 

Perhaps most great fortunes have had their origin in business profits. 
These cannot always be separated from land rents, especially where the 
money has been made in some industry devoted to exploitation of a nat 
ural resource, such as those just mentioned. Occasionally, enormous earn¬ 
ings result from the sheer efficiency of some productive enterprise. Very 
often, however, excessive profits result from the enjoyment of monopoly 
power. The monopoly may be in the form of a patent on some extraor¬ 
dinarily useful commodity, or it may arise through the control of natural 
resources, or by the mere combination of a few large plants into a single 
enterprise. Others have acquired riches through various financial manipula¬ 
tions and speculative deals. Still other profits have come from chance. The 
sudden discovery of oil has made millionaires, in some cases, of Indians 
who are too ignorant even to administer their own wealth. 

Our earlier discussion of earned and unearned income showed that it is 
principally profits and land rents which contain unearned elements. We 
now see that it is from just these sources, in the main, that most of our 
large fortunes arc derived. We are justified in the conclusion, therefore, 
that these fortunes are usually—although not always—at least partly un¬ 
earned. This does not mean that our very rich men are to be morally 
censured for the possession of their unearned wealth. In some cases, it is 
true, they achieved their success by unscrupulous methods and predatory 
practices which are justly to be condemned; but for the most part they 
simply adapted themselves skillfully to the economic system in which they 
lived, and profited thereby. Rather than attack them as individuals, there¬ 
fore, we should set about correcting the features of the system which make 
unearned gains possible. From our analysis it appears that if we can do 
this, we will at the same time go far to prevent the amassing of excessively 
large fortunes. 

The Role of Property Institutions in Inequality. —The institutions asso¬ 
ciated with private ownership of property in capitalistic society play a great 
part in the building up of large fortunes. Prior to the Industrial Revolu¬ 
tion, exchange was little developed. Money was little used, and there was 
not nearly so much capital equipment in industry as there is today. Under 
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these conditions, one could amass wealth only by acquiring land or by 
laying up hoards of consumers’ capital. The only rich capitalists were 
landed aristocrats who obtained their property by grants from the crown 
or by inheritance, rather than by accumulation. The institutions of modern 
industry have changed all this. Now a vast amount of material equipment 
is employed in production, from the ownership of which an income can 
be derived. Most of this equipment is held under the corporate form of 
business organization, and it can be conveyed from person to person by the 
simple process of selling bonds or shares of stock. These securities con¬ 
stitute a kind of intangible property which can very easily be held without 
the owner’s participating directly in the management of the real wealth 
which they represent. They also make possible speculative deals and ma¬ 
nipulations of various sorts which could not have been carried on under 
the old regime. This permits many kinds of financial transactions in which 
a profit can be made, and it also allows enormous concentration in the 
hands of a single individual. On the other hand, the division of the stock 
of corporations into numerous shares permits a large aggregation of capital 
to be owned by a great many different people. The corporate form is not 
incompatible with a wide diffusion of property ownership. In fact, there 
has been manifest in recent wears a tendency for the ownership in some 
corporations to be scattered among an almost incredible number of stock¬ 
holders, sometimes running into hundreds of thousands. 

Nevertheless the facts are that the ownership of property is largely con¬ 
centrated in a few hands. Various studies have been made of this, based 
on records of the probate courts, which show the value of decedents’ 
estates, or on other data. All indicate that there is more concentration in 
the ownership of property than there is in the distribution of income it¬ 
self. This means that incomes from property go mainly into the pockets 
of a few rich people. No doubt this is one reason for the improper classi¬ 
fication of property incomes as unearned which was commented on in the 
preceding chapter. 

The Inheritance of Wealth. —A characteristic of the property institution 
that is particularly important for our problem is the transmission of wealth 
from generation to generation by inheritance. The accepted practice in 
capitalistic society is to allow the owner of property to pass it on to 
the members of his family or to others, without very much restriction. 
So it happens that a fortune once made by an individual can be enjoyed 
thenceforth, not only by himself, but also by his heirs. Such inheritance 
cannot be said to cause inequality, for the wealth has already been ac¬ 
cumulated before it is inherited, but it does perpetuate it. And it per¬ 
petuates it in a form particularly obnoxious to many thinkers, because it 
gives to the descendants of the rich an advantage which they have in no 
way earned. No matter how much the original creator of a fortune may 
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■have worked to secure it, and even though he may have earned every 
dollar in productive service to the community, his descendants can hardly 
be said to have any just claim upon it, having had no part in the getting. 
They receive it merely because they happen to have been born into a fam¬ 
ily of wealth. An accident of birth hardly justifies them in having such 
wealth. This practice of passing on wealth to one’s beneficiaries makes 
possible the maintenance of a leisure class, whose members can live in 
idleness and luxury without contributing any productive service. 

This reasoning appears shocking to many persons who have so long 
been accustomed to the inheritance of wealth that they accept it as part 
of the plan of life. To them inheritance is a ‘‘natural and inalienable” 
right, with which man should not interfere. The doctrine of natural and 
inalienable rights, however, has long been discarded by well-informed 
thinkers. If, by natural rights, is meant those which exist in a state of 
nature, it may be replied that there never were any such rights. In nature 
everything belongs to him who can take and hold it against his enemies. 
Only when society established courts and a police force to maintain the 
security of property could the right of a man to bequeath his fortune to 
his heirs be established. Philosophers and courts agree that the institution 
of inheritance is a privilege, conferred upon property owners by society. 
Such being the case, society may and should restrict or abolish this privi¬ 
lege if it is in the social interest to do so. There are no rights which men 
enjoy that are inalienable, in the sense that society cannot curtail them 
or take them away in the interests of the general welfare. We believe 
in the value of liberty, yet we do not hesitate to imprison those who can¬ 
not exercise the privilege of liberty without injury to their fellows. We 
even take away the life of those who have committed certain heinous of¬ 
fenses. Inheritance, therefore, must be scrutinized in the light of its effects 
upon the social welfare, and we may modify it if we find it expedient to 
do so in order to establish greater equality of incomes. We will consider 
the advisability of this in the latter part of this chapter. 

Low Wages as a Cause of Low Income. —As profits and land rents 
are the source of most very great riches, so wages are the source of low 
incomes. The poor are poor partly because their income consists mostly 
of wages, and the wages of most people are relatively small. We have 
already learned that the lowness of wages is due to the abundance of cer¬ 
tain types of labor, relative to the demand for them, and that this abun¬ 
dance is largely the result of the stratification of society into noncompeting 
groups, with attendant overcrowding in the lower strata. We shall pres¬ 
ently consider what steps may be taken to remedy or alleviate this con¬ 
dition. 
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B. The Reduction of Large Fortunes 

Checking the Unearned Incomes. —Having analyzed the causes of in¬ 
equality, we can proceed to consider what may be done to reduce it by 
removing or modifying those causes. We have investigated the specific 
sources from which large incomes are made, and those from which low 
incomes result. Let us attack the problem from two corresponding angles, 
endeavoring to find means (i) to reduce excessively large incomes, and 
(2) to raise the lowest incomes. 

In seeking to place obstables in the way of obtaining great riches we 
must not be unmindful of the danger, to which we have referred, of dis¬ 
couraging productive effort. We should allow generous recompense to 
those who contribute service of great value to the community. Our analysis 
indicates, however, that many, if not most, large fortunes are partly un¬ 
earned, and therefore derived in unproductive or socially undesirable ways. 
Hence, if we can devise means of preventing the undesirable kinds of 
business activity, we will greatly check the making of great fortunes with¬ 
out denying adequate rewards for useful achievement. This will not pre¬ 
vent some people from obtaining large incomes by useful work, but these 
gains will seldom reach the enormous figures of our present millionaires, 
and so long as they are earned we need not be greatly concerned about 
them. It is the reduction, and not the complete elimination, of inequality 
that we are seeking. 

The Single Tax Proposal. —A good point at which to begin such a 
program is with the rents derived from land. We have found this to be 
one source of unearned great fortunes. It was suggested in the last chapter 
that a convenient way to prevent the private appropriation of such rents 
is through taxation. The most widely discussed proposal to accomplish this 
is that known as Single Tax. 

In the latter part of the nineteenth century Henry George, a writer of 
ability, was struck with the peculiar paradox that, in spite of the tremen¬ 
dous increase in production and wealth which had resulted from the ad¬ 
vancement of civilization, poverty remained. He was also impressed with 
the rapid growth in land values and the resultant speculation which pre¬ 
vailed at that time. He came to the conclusion that in these rising land 
values lay the explanation of the paradox. Land rents were absorbing the 
increase in production, and labor was not getting the benefit of it. From 
this reasoning he worked out a proposed remedy, which he published in 
his famous book, Progress and Poverty, in 1879. 

George took as his starting point the Ricardian law of land rent, which 
states that the rent yielded by a piece of land is equal to the surplus prod¬ 
uct obtained on the land over what can be obtained by an equal amount 
of labor and equipment applied at the margins of cultivation. This means 
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that labor and the owners of equipment can get no more than they are 
able to produce on the poorest land in use. If any piece of land, because 
of its superior fertility or advantageous location, yields more than this, 
the surplus goes, not to the laborers who performed the work, nor to the 
investors who provided the equipment, but into the pockets of the pro¬ 
prietor who owns the land. George reasoned from this that, as population 
grew, the best land would all come to be cKcupied, forcing newcomers to 
settle on inferior plots. Diminishing returns would set in, causing the prod¬ 
uct obtained at the margin of cultivation to become smaller and smaller. 
This would keep wages down to a subsistence level and interest at a mini¬ 
mum, no matter how great might be the increase in production caused 
by new inventions and progress in the arts. The entire gain, therefore, 
would be absorbed by rising rents on the better lands, and would serve 
only to enrich the proprietors. 

He reasoned that these rents were unearned by the landowners who, 
therefore, constituted a sort of plutocratic aristocracy, fattening at the expense 
of the rest of society. He proposed a simple remedy for this injustice. It was 
to tax away the rent of land from its present owners, and give it to the state, 
to be used for the benefit of the community. Believing that such a tax would 
yield enough to pay for all the expenses of government, he held that all 
other taxes could and should be abolished. The tax on land would be a 
single tax, from which all public revenues would be derived. 

It is to be noted that, under this plan, a real-estate owner would not have 
to pay a tax for improvements on the land. He could erect a building on 
which he could earn interest, and this interest would not be taken by the 
state. If he owned a mine, he would not have to pay a tax on the shaft, 
tunnels, breaker, power plant, or other improvements which he had caused 
to be made there. What the state would lake would be only the rental value 
of the bare land itself as a natural resource; thus only the unearned increment 
would be touched. This would place the landowner virtually in the position 
of a tenant, holding his land on perpetual lease from the state, to which he 
would pay an annual rent. In some of our largest cities somewhat similar 
arrangements prevail today in the central business districts; that is, the sites 
are occupied by tenants on leases of ninety-nine years or thereabouts, and 
the tenants make all the improvements, paying rent for the land—but in 
this case the rents are paid to private landowners instead of to the state or 
municipality. The existence of these entirely voluntary private arrangements, 
shows that George’s basic proposal is quite feasible. 

George believed that the Single Tax would solve the problem of inequal¬ 
ity and eliminate poverty because he held land rent to be the only source of 
unearned income. Since the state would take this away from private land- 
owners, the original source of exploitation would be permanently removed. 
The rest of the community would benefit in three ways. In the first place, 
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they would be relieved of all other taxation—a very considerable saving. 
Secondly, Single Taxers believe that the income derived from the tax would 
be more than enough to meet the ordinary expenses of the state. The surplus 
could be spent for general welfare projects, such as increased education, 
better roads, improved public health, slum clearance, and so on. Finally, it 
is claimed that the Single Tax would increase the total income of the com¬ 
munity by encouraging production. It would remove all the burdensome 
taxes which now hamper production, and it would make it unprofitable 
for people to hold land in idleness for speculative purposes, because as fast 
as its rental value increased, the tax would be raised correspondingly. Every 
landowner would be impelled to put his land to the most productive use 
in order to make it pay the tax. 

This unique proposal, at once so simple and sweeping, is advocated as 
a panacea to remove, at one stroke, all the inequalities of income division 
and release the full forces of production. It has been hailed with enthusiasm 
by many converts, who today carry on an active propaganda for its adoption. 

Some Objections to Single Tax.—While some of the suggestions con¬ 
tained in the proposal are not without merit, the plan, taken as a whole, 
is open to a number of objections: 

In the first place, it greatly exaggerates the importance of land rents when 
it assumes that these rents absorb most of the fruits of economic progress. 
It wrongly assumes that wages cannot rise because of the pressure of popula¬ 
tion growth. The fact is that, in this country, progress in the arts has taken 
place faster than the growth of population, so that production at the margin 
has not been pressed down to a subsistence level. On the contrary, real wages 
have risen substantially since George s time. Land rents have not absorbed 
all the fruits of progress. 

In the second place, the expenses of government have risen so much that 
the Single Tax would not suffice to pay these expenses, much less to provide 
all the betterment work that the Single Taxers originally believed it would 
make possible. It would have to be supplemented by other taxes. However, 
this is no objection to taxing away the rent of lands as part of a more general 
tax program. 

A serious objection to the program rests in the fact that its adoption now 
would confiscate the savings of people who acquired land ownership by 
purchase, rather than by settlement. If the colonists and homesteaders who 
first acquired title to the land of our country had been compelled to pay rent 
for it to the state from the very beginning, there would have been no in¬ 
justice, but suddenly to start taxing every piece of land at its full rental 
value now, would constitute unfair discrimination against those who have 
invested in the purchase of land as against those who have put their savings 
into equipment. To take away the income derived from savings invested 
in land would amount to confiscating those savings. 
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Are we then, to permit the unearned income from land to be appropriated 
by private owners forever, thus perpetuating social injustice, in order to 
protect those who have inncKently purchased land in the expectation that 
they would be permitted to enjoy the income therefrom? This would hardly 
do. We must not perpetuate bad institutions merely because it will bring 
harm to some members of society to set them straight. Perhaps the best way 
to go at this would be by a more moderate program, which would approach 
the problem by gradual steps. 

A More Moderate Land Tax Program.—Our analysis of land rent in the 
last chapter led to the conclusion that, by our test of earnings, this share of 
income is unearned. This supports the Single Tax contention that we should 
do away with the private appropriation of incomes from this source. Many, 
and probably most, economists support this view, but are keenly aware of 
the injustice of taxing away the vested interests of present landowners. 
Therefore, they are inclined not to disturb existing rents, but they do favor 
the appropriation of future increases in land values, by a so-called unearned 
increment tax. As the rent-yielding capacity of a piece of land rises, due to 
the growth of the community or other causes, an annual tax could be laid 
upon it sufficient to confiscate this unearned increase without in any way 
disturbing the present value of the land and the income derived from it. 
The desirability of this is strengthened by the fact that authorities on public 
finance are now generally tending toward the view that land is a more 
suitable object for taxation than the improvements erected upon it. Hence 
it is believed wise gradually to reduce the tax on real-estate improvements, 
while increasing those upon the bare land itself. In time this might be car¬ 
ried to the point where the improvements were no longer taxed at all, and 
the land taxes were so large as to absorb the major portion, if not the whole, 
of the land rent. If this increase in land taxation were made so slowly that 
the burden in any one year would not be oppressive, and in such a way 
that the major part of it would fall upon succeeding generations, the in¬ 
justice to those who have invested savings in land would not be serious. 
Another possibility would be for the law of inheritance to be so changed as 
to provide that all land transferred at death should henceforth be subject 
to a tax sufficient to appropriate the rents thereof. 

In working out this program, the state should be careful not to tax the 
land so heavily as to encroach upon man-made improvements. The owner 
should be allowed a sufficient return to make it worth his while to maintain 
the fertility of the soil, and he should be allowed a return on such improve¬ 
ments as embankments, underground drainage systems, and the like, which, 
though they may appear to have become a part of the land, are really to be 
classed as equipment. 

Land taxes should never be made the sole source of public revenue, partly 
for the reason, already given, that they would not prove sufficient, and also 
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because there are other taxes equally desirable from a social point of view. 
Besides, the Single Taxers are wrong when they say that land rents are the 
only unearned incomes. Our analysis has shown that there are many others. 
It is therefore reasonable to tax these other revenues or to appropriate them 
in some other way for social use. 

The Reduction of Excessive and Unearned Profits.—Our study of the 
sources of great fortunes indicated that they are more often derived from 
business profits than from rising land rents. If we would prevent the amass¬ 
ing of such fortunes, therefore, we must find some means of curtailing 
profits of excessive size. 

If we are to appropriate the unearned increment from land by taxation, 
it might be thought that the most suitable way to attack the problem of 
excess profits would be by similar means. Taxes upon the excess profits of 
business enterprises or upon the net incomes of corporations would have 
this effect. But the analysis of such taxes in Chapter XXV will show that 
they are not very satisfactory. The absence of any standard as to what con¬ 
stitutes a normal profit, the accounting difficulties involved, and the ease 
with which such taxes can be evaded by the concealment of profits, all inter¬ 
fere with the success of such measures. They may be justified in time of war, 
when the unusual gains of profiteers provide a fruitful source of revenue to 
the government, but they are not suitable for incorporation in a permanent 
tax program. Moreover, they do not get at the real cause of the difficulty. 
It is much more desirable to prevent unearned profits from being made than 
to tax them away after they have been received. 

In many of the earlier chapters of this book we considered steps which 
might be taken to secure greater stability in business life. Some of these, 
such as the control of money and credit, government borrowing for public 
works, and the guaranteed sale of output, are designed to correct the fluctua¬ 
tions of price levels and business cycles. Others, such as the development of 
scientific methods of business management, the integration of industry, the 
improvement of our marketing organization, and the promotion of friendly 
relations between employers and employees, are aimed at correcting seasonal 
variations and the interruptions caused by irregular demand, labor troubles, 
and the like. All of such improvements, by leading toward the general 
stabilization of business activity, will reduce excessive profits, as well as 
losses; for it is out of the dynamic and uncertain changes of industry that 
pure profits and losses arise. The increasing scope of insurance, which is 
now providing protection against many losses formerly thought to be non¬ 
insurable, will also reduce the irregularities of business gains by pooling 
the risks of many individuals and spreading them over the whole business 
world. 

Among the most frequent sources of large fortunes are those unfair busi¬ 
ness practices, such as fake stock deals, wildcat financing, the production 
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of adulterated or worthless merchandise, and the exaction of monopoly prices, 
which were described in an earlier paragraph. Many of these undesirable 
activities are being weeded out by the action of the businessmen themselves 
through the influence of chambers of commerce, “Better Business Bureaus,” 
trade associations, and the like. There will always be some antisocial persons, 
however, who can only be restrained by public authority. We must, there¬ 
fore, rely upon effective governmental regulation. The activities of the 
Federal Trade Commission in preventing unfair business practices, the con¬ 
trol of trusts by this body and by public officials under the authority of the 
Sherman and Clayton acts, the regulation of railroads and other public 
utilities by the Interstate Commerce Commission and the public service com¬ 
missions of our various states, and the control of banking through the ma¬ 
chinery of the Federal Reserve System are all steps in this direction. These 
activities need to be continued and strengthened. We may anticipate that, 
as government becomes more efficient and its scope is widened, such ilk 
gotten gains as have figured in the making of large fortunes in the past will 
in the future be less frequent. 

We cannot expect to eliminate all large business profits so long as we 
retain the fundamental institutions of capitalism, such as free enterprise and 
competition, but it will be recalled that we are not seeking to abolish all 
inequality. The principal end which we hope to accomplish is to prevent 
the larger elements of unearned income, and this is not impossible. 

The Restriction of Inheritance.—In section A we saw how the institution 
of inheritance [lerpetuates inec|uality in a way that is undesirable. The most 
practical plan for curtailing this evil is by inheritance taxation. The pros 
and cons of such taxes will be more fully set forth in Chapter XXV. The 
argument in their favor is strengthened by what has been said about in¬ 
heritance above. For the state to appropriate a considerable part of the 
wealth of a person at death deprives no one of money that he has earned, 
and it will prevent the perpetuation of inequality from generation to genera¬ 
tion and the maintenance of a parasitic class. The only strong argument 
against it is that it would interfere with the accumulation of capital by dis¬ 
couraging men of ability from amassing a fortune. To this it is sufficient to 
reply that it is doubtful whether the desire to leave one’s wealth to one’s 
descendants is as strong a motive for accumulation as the love of power and 
prestige. If sufficient capital is not accumulated to meet the needs of industry, 
the rising interest rate will point out the danger in sufficient time to permit 
steps to be taken to remedy the deficiency. 

If an inheritance tax is to be employed as part of a program for the cor¬ 
rection of inequality, it should be steeply progressive. That is, the rate of 
tax should increase sharply, so that a relatively small percentage is taken from 
small estates, a high percentage from large estates. Otherwise it will have 
very little effect in actually breaking up large fortunes. The rates should 
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increase both with the size of the bequest and with the distance of relation¬ 
ship of the heirs. Such a tax will help to lessen inequality in two ways. By 
placing heavy taxes upon the rich, it will make possible the reduction of the 
tax burden borne by the poor; and if the government uses the revenue de¬ 
rived from it in ways that contribute to the general welfare, it increases the 
real incomes of the masses. It would not be expedient to abolish altogether 
the institution of inheritance, for a property owner should at least be per¬ 
mitted to provide for the support of surviving dependents. A husband and 
father assumes an obligation to his family which society should respect. 
When he marries and places upon his wife the burdens of a family and 
household, he makes it practically impossible for her to earn her own living, 
and when he begets children, someone must provide for them during their 
minority. It is, therefore, entirely appropriate that he should bequeath them 
enough to maintain the wife in comfort and to provide adequate living and 
education for the children. More than this, however, they have no right to 
expect, and to give them more is socially undesirable. Beyond this point, 
the drastic restriction of inheritance is perfectly justified. 

Eugenio Rignano, an Italian economist, has made the unique and inter¬ 
esting suggestion that inheritance taxation should be made progressive, not 
only as to the size of the estate and the distance of relationship of the heirs, 
but also as to the number of generations through which the estate has been 
transmitted. When wealth is passed from father to son, Rignano would tax 
it moderately, but when it is passed on to a grandson, he would place a much 
heavier tax upon it. He would permit no bequest at all to a third generation. 
In addition to this, he proposes that the state should take its share of the 
inheritance, not in money, but in real property. By so doing, most of the 
permanent wealth of the country would gradually pass into the government’s 
hands, so that in time there would be ushered in a regime of national owner¬ 
ship, practically amounting to socialism. In fact, the scheme is designed to 
bring about socialism by gradual steps. Its desirability, therefore, rests upon 
the desirability of socialism itself. This subject will be dealt with in a later 
chapter. 

Progressive Income Taxation.—Even after the foregoing measures are 
made effective, considerable inequalities of income will no doubt still prevail. 
Further equalization can be accomplished by the progressive taxation of per¬ 
sonal incomes. The merits of such taxes will be explained more fully in a 
later chapter. It is enough for the present to point out that a progressive 
income tax will tend to reduce inequality by appropriating large slices of the 
larger incomes to the public use, while bearing but lightly upon smaller 
incomes. The more steep the rate of progression is, the greater will be this 
effect. Hence, the increasing use of progressive income taxes in our country 
and elsewhere is helpful toward solving our problem. The taxation of in¬ 
comes, however, is treating the symptoms of inequality, and not the causes. 
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It is a less fundamental reform than some of the other measures which have 
been suggested. We should endeavor to accomplish the prevention, rather 
than the confiscation, of large incomes. 

C. Increasing the Level of Wages 

Low Wages and Poverty. —Whereas most of the large incomes of society 
are derived from land rents and business profits, the low incomes are ob¬ 
tained usually from wages. Hence, the raising of wages will help to correct 
the evils of inequality from the other end of the income ladder. 

Low wages make for low income, but not all poverty is the result of 
insufficient wages. Poverty is partly due to the occurrence of such mis¬ 
fortunes as unemployment, sickness, accident, and old age, which are to be 
regarded as interruptions to, rather than insufficiency of, income. For this 
reason, the measures suggested in earlier chapters for the reduction of unem¬ 
ployment, and for systems of social insurance to meet such contingencies as 
sickness, accident, and old age, will help to bring about the abolition of 
poverty. This work will be furthered also by the general improvement in 
medicine and education which makes for the reduction of disease and igno¬ 
rance. No small amount of poverty can be attributed to ignorant and un¬ 
wise use of income, even where the earnings are sufficient and uninterrupted. 
Hence, the improvement of habits of consumption among the lower working 
classes will be required. 

But even after these causes of poverty have been removed or compensated 
for—in fact, even after acute poverty has been completely eliminated—there 
will still be inequality, and some incomes which are undesirably low. The 
problem of inequality is not so much one of poverty as it is of relative dif¬ 
ferences. Not only dire want, but the contrast between those who have 
enormous wealth and those who are only moderately supplied with this 
world’s goods, is to be dealt with. To correct this we must supplement 
measures to reduce large fortunes and to prevent acute poverty by a general 
program for increasing rates of wages. 

Can High Wages be Maintained by Law.^ —In Chapter IX we learned 
that attempts have been made to maintain wages above a minimum level by 
legal compulsion, and that these attempts have sometimes been successful. 
It would be a happy solution of our problem if we could solve it merely 
by passing laws fixing all wages at a level sufficiently high to afford a com¬ 
fortable living, but correcting the diseases of the social organism is not so 
simple a matter. It is possible to fix a wage by law and to enforce its pay¬ 
ment by employers, provided it does not differ too much from prevailing 
market rates for the type of labor in question. But in applying such legisla¬ 
tion we are confronted with the fact that the demand for labor is elastic; 
that is, employers find it unprofitable to employ as many workers when 
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wages are high as when they are low. Higher wages induce them to dispense 
with certain marginal employees who were just barely worth their hire when 
wages were lower. They can do this by substituting machinery or labor of 
a cheapicr grade to do the work formerly done by the laborers who are dis¬ 
charged. This is in accordance with the principle that wages are set by the 
value contributed to the product by the marginal workers of each class. If, 
by compulsion, we fix a higlier wage than that which formerly prevailed, 
wc simply raise the margin and force out of employment those submarginal 
workers whose contribution is not worth their hire to their employers. For 
this reason, if high minimum wages are established, they tend to throw out 
of employment those workers who cannot really earn the wage. The most 
that laws of this sort can do is to keep wages up to the normal competitive 
level for unskilled labor in those sweated industries where they have been 
depressed by the ignorance and inferior bargaining power of the labor em¬ 
ployed. Therefore minimum wage legislation, though desirable in such cases, 
is no solution for the general problem of low wages. 

Labor Union Activities to Increase Wages.—Laborers have sought to 
solve many of their own problems by organizing themselves into unions 
which deal collectively with their employers. One object of such unions is to 
force the payment of high wages to their members. A union can coerce its 
employers into paying higher wages than would otherwise prevail if its or¬ 
ganization is strong enough to control the supply of labor in its trade. But, as 
in the case of minimum wage laws, it has to reckon with the elasticity of de¬ 
mand for labor. At a high wage, employers will not engage as many work¬ 
ers as they will use at lower wages. Hence, the union can maintain its in¬ 
crease only at the expense of providing employment to fewer persons. 

There are some cases, of course, where technical conditions make a cer¬ 
tain type of labor practically indispensable, and where the demand for the 
product is so inelastic that the rising price occasioned by the increased wages 
will not greatly reduce sales. In such a situation a union might maintain 
higher wages without causing a decline in employment, for the increased 
wages would come out of the pockets of consumers. Likewise where the 
employer has a monopoly of his product, if certain of his workers are so 
indispensable that he cannot reduce their numbers, they can force the pay¬ 
ment of higher wages at the expense of monopoly profits. Other exceptions 
to the above stated principle may be found, but it is the judgment of the 
present writers that labor union demands for increases in pay will not be 
effective in raising the real wages of labor in industry at large. 

Further, it seems that union policies designed to maintain unduly high 
wages are bound to break down sooner or later if there are many unem¬ 
ployed workers in the affected trade clamoring for positions. The successful 
maintenance of high wages is only possible to such unions as maintain a 
labor monopoly and restrict the number of workmen admitted to their trade. 
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They do this by rules limiting the number of apprentices admitted in any 
one year, by prohibitive initiation fees which keep out new members, and 
by similar means. This is no remedy for low wages throughout the field of 
industry, for if wages are kept up in one trade by an artificially created scarcity 
of workmen, more persons are forced into some other employment, thereby 
depressing wages there. Moreover, labor unions are strongest among those 
skilled and intelligent workmen who are already obtaining fairly good wages. 
They do not usually reach the unskilled classes whose earnings are most in 
need of increase. 

This is not to say that unions can never have any beneficial effects upon 
wages. It was shown in the last chapter that union resistance to adverse 
wage influences can sometimes prevent wages from being depressed below 
their normal level, a circumstance which might (x:cur occasionally in the 
absence of union activity. Likewise, unions, by insisting on substantially 
uniform wage rates throughout a trade, can force wages in isolated areas or 
submarginal plants up to the levels which prevail elsewhere, thereby assisting 
the force of competition in maintaining equality of earnings throughout a 
competing group. Labor unions can also offset the tendency of wages to 
be sluggish in responding to increasing demand or growing scarcity. And 
they can tide labor over periods of interrupted earnings occasioned by un¬ 
employment, accident, or sickness, by providing benefits which are in the 
nature of insurance funds. However, none of these are remedies for the 
broad problem of low wages. Besides, these beneficial results are partly 
offset by union resistance to occasional wage reductions which may be needed 
to put the labor market in balance with other factors in the economy. 

Although the solution of the general wage problem cannot be attained 
by direct union action, unions can help indirectly towards a solution by en¬ 
couraging industrial policies and legislation constructively designed to im¬ 
prove the position of labor. Also they can, if they will, use their influence 
to increase the efficiency of labor in industry and to stimulate employers to 
increased efficiency of management which, by promoting increased produc¬ 
tion, will raise the real wages of labor along with all other forms of income. 
Finally, if they would encourage a reduction in the supply of labor, by foster¬ 
ing high standards of living and small families among the woi'kers, they 
could promote an increase in the share of total income that goes to labor. 

Increasing the Supply of Scarce Productive Agents. —In one sense, each 
factor of production constitutes a demand for the others which are employed 
in combination with it. For example, a large supply of labor requires much 
land and equipment for its effective employment. So, if labor is relatively 
plentiful, the owners of land and equipment will be well paid in comparison 
with labor. On the other hand, a large supply of land and equipment cannot 
be utilized effectively without laborers to work it, so that wages will be pro¬ 
portionately higher if land and equipment are abundant. If there are many 
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skilled laborers, more unskilled men will be needed to assist them. On the 
other hand, when unskilled workers are abundant, there is a demand for 
skilled men with which to make their labor more eifective. 

An exception to this principle exists where one factor of production can 
be used as a substitute for another. In so far as new investment takes the 
form of labor-saving machinery, for instance, it tends to decrease, rather 
than increase, the demand for labor. This does not mean that the introduc¬ 
tion of machinery will cause permanent unemployment, but it may reduce 
the value of labor, in relation to that of capital. Most of the evidence goes 
to show, however, that effects of this kind are not the general rule. A general 
increase of equipment or land is pretty sure to result in raising the demand 
for, and hence the wages of, labor. The supply of land cannot be very greatly 
increased, but something can be done along this line by reclamation projects, 
such as the drainage of swamps and the irrigation of deserts. The supply of 
equipment can be substantially increased by additional investment. Hence, 
the encouragement of saving and investment is advantageous to labor. The 
wages of unskilled labor, which are most in need of increase, can be im¬ 
proved by increasing the number of skilled, in relation to unskilled, workers. 

The Control of Population Growth. Eugenics.—The most fundamental 
and direct method of increasing the share of labor is to bring about its greater 
scarcity. It is the excessive numbers of people, especially in the lower non¬ 
competing groups, that is the most persistent cause of low wages. This 
brings us back to the general problems of population growth which were 
discussed in Chapter XII. We there pointed out the desirability of main¬ 
taining the number of people at the optimum level and of checking the birth 
rate among the lower classes of society. The attainment of these objectives 
would do a great deal to improve the incomes of labor in general, and of 
poorly paid labor in particular. One measure suggested for accomplishing 
this was the restriction of immigration. The annual coming to our shores 
of millions of immigrants prior to the First World War was a cause for low 
wages among unskilled labor. It was directly encouraged by employers, who 
desired a supply of cheap labor for their operations. We have finally cor¬ 
rected this by the present immigration laws, which drastically cut down the 
number of foreigners who are annually admitted. This should prove one 
factor making for an increase of wages for unskilled labor. It should be sup¬ 
plemented by a reduction in the birth rate among the poorer classes of society. 
The progress of eugenics, which seeks to encourage the growth of numbers 
among the superior stocks of our population and to discourage it among 
those which are inferior, if it can be made effective, will have a general level¬ 
ing effect upon wages, preventing the depression of earnings now caused by 
the excess of numbers in the lower strata. 

The Influence of Education and Other Improvements in the Environ¬ 
ment. —Since the stratification of society into noncompeting groups is not 
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due solely to biological factors, the uneven distribution of numbers among 
these groups can be partly corrected by changes in the environment which 
increase the opportunities for advancement open to members of the more 
poorly paid classes. The wider diffusion of education is probably the most 
hopeful measure of this sort. Without education one is likely to be limited 
to unskilled occupations. With education he is able to find more remunera¬ 
tive employment. The general effect of more widespread schooling is to 
increase the ranks of skilled workmen and to decrease the numbers of people 
capable only of cruder manual work. This tends somewhat to reduce the 
wages of the former and raise the wages of the latter. Many persons feel, 
however, that the curriculum commonly prevailing in our school system 
is not well adapted to accomplish this purpose. It is advocated that there 
should be more vocational training, which will equip the students to earn 
a living at some skilled trade. An increasing measure of attention to this 
problem is being paid by school authorities, and more of this type of educa¬ 
tion is coming into vogue. 

Finally, most general measures of social reform are likely, directly or 
indirectly, to raise the wages of labor. The elimination of the slums in our 
cities, the improvement of home conditions through clubs and settlement 
houses, the promotion of better health—all such work tends to raise the 
quality of our people, both morally and physically, thereby equipping them 
for a higher type of employment. This tends to lessen the ranks of those 
unskilled, incompetent workmen whose earnings are deplorably low. 


Summary 

The most fundamental and general causes of inequality are differences in 
the hereditary abilities of individuals and in the opportunities afforded by 
their environments. More specifically, great fortunes are derived mainly 
from increasing land rents and from business profits, largely of an unearned 
sort. The accumulation of such fortunes is facilitated by the intangible nature 
of much modern property, and it is perpetuated by the inheritance of wealth. 
Small incomes, on the other hand, result from low wages, due to the abun¬ 
dance of labor, especially among the unskilled. 

Single Taxers propose to abolish poverty by taxing away the rent of land, 
but they exaggerate the importance of land rent, and the immediate adoption 
of their program would be unjust to those who acquired land by purchase. 
Unearned fortunes derived from land can be reduced by a more moderate 
program which would gradually increase the taxation of land. Excessive 
and unearned profits can be lessened by measures of business stabilization, 
monopoly control, and the regulation of business practices. Inheritance 
should be restricted by steeply progressive inheritance taxes. Any remaining 
inequality can be further reduced by progressive income taxation. 
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Low wages, as distinguished from poverty, cannot be corrected by mini¬ 
mum wage laws, except in sweated industries, for such laws tend to force 
into unemployment those who cannot earn the wage. Labor unions can 
ordinarily force an increase in wages only by restrictive labor monopolies, 
which cause depression of wages elsewhere, but they can prevent inequalities 
resulting from lack of mobility and competition in the labor market, and 
they can foster general increase in productive efficiency. Increasing the quan¬ 
tity of land by reclamation, and of equipment by the investment of savings, 
will tend to raise the share of labor. The restriction of population growth, 
especially among unskilled workers, by the curtailment of immigration, by 
reduction of the birth rate among the poorer classes, and by eugenic measures 
generally, will help to raise and equalize wages. Increasing education and 
general measures of social reform, by equipping labor for work of a higher 
type, also have this effect. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

Two brief surveys of the nature and causes of inequality are to be found in 
F. W. Taussig’s Principles of Economics (fourth edition, 1939), Chapters LVI 
and LVII, and L. D. Edie’s Economics: Principles and Problems (1926), Chapter 
XXIII. Edwin Cannan’s analysis of inequality in the incomes from property and 
from work, in Chapters XI, XII, and XIII of his Wealth (1914), is both original 
and suggestive. For an account of how our great fortunes have been made, one 
of the following should be consulted: J. W. jenks. Great Fortunes: The Winning, 
the Using (1906); A. Youngman, The Economic Causes of Great Fortunes 
(1909); G. P. Watkins, The Growth of Large Fortunes (1907); Gustavus Myers, 
History of the Great American Fortunes (1911); and F". Lundberg, Americas 
Sixty Families (1937). 

The above books are rather lacking in suggestions for the correction of in¬ 
equality. H. Dalton, in his Some Aspects of the Inequality of Incomes in Modern 
Communities (1920), makes such suggestions, stressing the reform of inheritance 
laws. Henry George’s Progress and Poverty (1879) oldest and the 

best presentation of the Single Tax doctrine. More conservative is the program 
of T. N. Carver for increasing the supply of capital and decreasing that of labor, 
as set forth in his Essays in Social Justice (1915), Chapters XIV and XV. His dis¬ 
cussion of Single Tax, inheritance and monopoly in Chapters XI to XIII is also 
appropriate. A brief treatment of the problem of poverty, as distinguished from 
inequality, is contained in J. H. Hollander’s The Abolition of Poverty (1914). 
Part V of A. C. Pigou’s Economics of Welfare (1920) treats of some measures 
for the correction of inequality which are not often dealt with, but they are pal¬ 
liatives rather than measures of constructive reform, and the discussion is some¬ 
what ponderous. 
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Public Expenditures and Principles of Taxation 

A. The Expanding Area of Public Finance and the Growth of 
Public Expenditures 

The Field of Public Finance.—The conduct of government in peace or 
in war necessitates the raising of funds and the expenditure of those funds 
in the pursuit of a wide variety of objectives. The study of this raising and 
spending of funds by a government to finance its varied activities is known 
as public finance. Government income is obtained from various sources, 
chiefly by means of taxation and public borrowing. The expenditures are 
directed towards the satisfaction of the collective wants of the members of 
society, rather than the individual wants of the citizen. 

Revenue is required first of all to meet what might be called the basic 
or minimum activities of the state—maintaining law and order, administer¬ 
ing justice, controlling relations with other sovereign nations—but these 
functions absorb a very small portion of total governmental outlays today. 
We have already studied in previous chapters the manner in which our in¬ 
dividual wants are satisfied through the mechanism of the market. The 
forces of demand and supply operate through a price system which allows 
each individual to arrange his personal expenditures in accordance with pre¬ 
vailing prices and his personal judgment of the relative importance of the 
goods that are offered for sale. But people nowadays have many extremely 
important wants that cannot be priced and purchased through the market 
mechanism. If one’s city is dirty and smoke-enshrouded, it is impossible for 
a single individual to purchase immunity from dirt and smoke for his 
family. Or if a citizen desires protection for his family from disease grow¬ 
ing out of unsanitary living conditions, he cannot purchase personal protec¬ 
tion in the free market. Such wants as these may rank very high in one’s 
scale of preferences (much higher than a new coat or a finer cut of beef), 
but their satisfaction depends upon collective action. If all income had to 
be spent in the free market, such collective wants could never be satisfied. 
Collective action is secured through political devices; therefore the govern¬ 
ment must raise funds to pay for smoke abatement, sanitation, education, 
roads, bridges, police protection, parks, and similar costly activities. 

The number of collective wants has been growing with great rapidity 
as modern civilization evolves into an increasingly complex society. The 
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people now demand mass insurance against old age, unemployment, acci¬ 
dent, and bad health—and this is not all. The extension of governmental 
responsibility has reached a point where many authorities demand that the 
government now assume the gigantic task of maintaining economic stability 
and full employment. 

Controversy Over the Scope of Public Finance.—In the nineteenth century 
it was generally held by political scientists and economists that the activities 
of government should be kept at a minimum; the processes of economic life 
should be left to individual initiative under the regulatory influence of com¬ 
petition. The economists of that period reasoned that governmental activities 
were unproductive and that public expenditures should therefore be kept 
as low as possible. Taxes were, at best, a necessary evil, and the best tax 
system was the one which taxed the least. It was further held that taxing, 
borrowing, and spending by the government should be restricted to what 
is absolutely necessary to finance those operations of government which 
are indispensable; they should not be used as instruments of control over 
the economic process. It was recognized that the financial operations of the 
government will have some effects upon such matters as production and 
the distribution of income, for if a tax is placed on a manufactured com¬ 
modity, it will affect the price of that commodity, and if a tax is levied 
against an individual, it will take some of his income away from him. 
Because of this, it was admitted that careful attention should be given to all 
the economic consequences to be expected from any particular tax before 
deciding to impose it, but these indirect effects are not the purpose for which 
the fax should be levied—its objective should be merely to raise revenue. 

Furthermore, it was believed that a government, like an individual, 
should not go into debt if it could possibly be avoided; it should balance its 
budget so that its receipts from taxes, fees, and so forth will always equal 
its expenditures. 

With the passing of the years this attitude is changing. Government is 
coming to be recognized as a positive force in the economic world, and it is 
exercising more and more measures of control over various economic ac¬ 
tivities. The earlier chapters of this book have given many illustrations of 
these controls. At the same time, economists have changed their ideas con¬ 
cerning the unproductiveness of public activity. Production is now defined 
as the creation of utilities, and any activity, either public or private, that 
adds to the flow of utilities is therefore productive. Along with this trend 
toward expanding the functions of government, there is discernible a tend¬ 
ency toward a new conception of the scope and objectives of public finance. 
Recognizing that methods of raising and spending the public moneys may 
have important effects upon the economic process as a whole, a number of 
authorities are now arguing that public finance should no longer be con¬ 
cerned merely with raising the moneys that are necessary to support the 
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expenditures of government, but that the whole business of taxing, borrow¬ 
ing, and spending by the state should be directed consciously toward con¬ 
trolling the economy, and especially toward combating business depressions 
and maintaining full employment. We have already paid some attention to 
this view in the chapters entitled “The Problem of Unemployment” and 
“Economic Fluctuations” earlier in this bcK)k. One of the most ardent 
proponents of the new view. Professor Alvin Hansen, states “It is sound 
policy to control public expenditure, taxation, and borrowing so as to 
promote economic stability and continuously high levels of business ac¬ 
tivity and full employment.” ^ Professor A. P. Lerner even takes the position, 
“The purpose of taxation is never to raise money, but to leave less in the 
hands of the taxpayer” and “the purpose of borrowing is not to raise money, 
but to make the public hold more bonds and less money.” ^ In the new 
view it is no longer held to be necessary for the government to balance its 
budget; it should borrow freely when necessary to keep the total volume 
of expenditures in the economy at a level sufficient to provide full employ¬ 
ment. As one authority puts it, “Today budgets may be unbalanced on 
principle.”“The issue is not restricted to public debt policy. It is a question 
of the relation of government finance to the whole economy. . . In the 
opinion of these writers, maintaining full employment and preventing in¬ 
flation are no longer to be looked upon as secondary objectives of fiscal 
policy; they should be regarded as the primary aim of all government finance. 
If this view is to prevail, public finance must be defined somewhat more 
broadly than it was at the beginning of this chapter; that is, it now becomes 
the study of the raising and spending of government revenues to finance the 
activities of government and to provide a mechanism of positive control over 
the economy. 

These ideas have developed a sharp controversy among economists, politi¬ 
cal scientists, and authorities on public finance. The older view, that govern¬ 
mental expenditures should be restricted, and above all that the government 
should be kept as free as possible from debt, is still held by many, but a 
trend toward increasing acceptance of the new philosophy is evident. Since 
the core of this philosophy is concerned primarily with the administration 
of the public debt, we shall defer a fuller consideration of it to the chapter, 
“Public Borrowing and Fiscal Policy.” Meanwhile, the student will do well 
to keep in mind the changing objectives of government finance policy as he 
proceeds with this and the following two chapters. 

The Growth of Public Expenditures.—An examination of our govern¬ 
mental expenditures gives striking evidence of the importance of public 

* Alvin H. Hansen, State and Local Finance in the National Economy (1944), p. 285. 

® Abba P. Lcrncr, The Economics of Control (1944), pp. 307-308. 

* Mabel Newcomer, Taxation and Fiscal Policy (1940), p. 64. 

*Ibid„ p. 12. 
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finance, and hence of the need for basing it on sound policies. In 1943 the 
expenditures of the federal government totaled $79,604,000,000; those of the 
state governments were $3,503,000,000, and local governments spent 
$4,828,000,000.® These figures give a grand total of $87,935,000,000, or about 
$656 per capita. Since the aggregate national income for that year was ap' 
proximately $149,400,000,000, something like 59 per cent of the national in¬ 
come passed through government hands. These spectacular expenditures 
were due chiefly to our participation in the Second World War, but even 
prior to this conflict there had been a fairly constant increase in the expendi¬ 
tures of our federal government. This is shown by the figures in the table 
below. Note that in the decade following the First World War federal 


The Growth of Federal Expenditures in Selected Years 


Year Total ordinary 

Per capita or¬ 

Total estimat¬ 

Total estimat¬ 

Ratio of per 

federal expen¬ 

dinary federal 

ed national in¬ 

ed national in¬ 

capita expend¬ 

ditures* 

expenditures** 

come of U. S. 
*** (000,000 
omitted) 

come per capita 

itures to per 
capita national 
income 
(per cent) 

1850 $ 39.543.492 

$ 1.71 

$ 2,214 

$ 95 

1.80 

i860 63,130,598 

2.01 

3,636 

116 

1-73 

1870 309^653^501 

8.03 

6,720 

174 

4.6 

1880 267,642,958 

5-34 

7,391 

147 

3.63 

1890 318,040,711 

5.05 

12,082 

192 

2.63 

1900 520,860,847 

6.85 

17^965 

236 

2.90 

1910 693,617,065 

7.52 

3 o> 53 o 

332 

2.26 

1917 1,977,681,751 

20.24 

53,200 

521 

3.88 

1918 12,696,702,471 

132.39 

60,200 

581 

22.78 

1919 18,413,879,955 

180.75 

67,400 

642 

28.15 

1920 6,403,343,841 

58.10 

74,300 

697 

8.33 

1930 3,440,268,884 

28.02 

70,300 

571 

4.91 

1932 4.535.147.138 

36.33 

39,963 

320 

11.35 

1934 6,011,083,254 

47.56 

49,455 

391 

12.16 

1938 7,238,822,158 

55.76 

64,200 

494 

11.28 

1940 8,998,189,706 

68.19 

77,809 

589 

11.57 

1941 12,710,629,824 

95*52 

95,618 

718 

13*30 

1942 32,396,585,098 

242.18 

119,791 

895 

27.05 

1943 78,178,885,241 

583.67 

149,400 

1,115 

52.34 

1944 93,743.513,214 

707.16 

160,700 

1,212 

58-34 ■ 

* Data from United States Treasury, 

Annual Report for 

Fiscal Year ending June 1944, 

pp. 527-531. Figures here 

given do not 

include expenditures for public debt 

retirement or 


postal service, except deficits. Relief expenditures from 1932 to 1937 are included. 

** Population for noncensus years estimated. 

♦•♦For sources of data on national income from 1850 to 1917, see Supra, Chapter I. Data 
for 1917-1942 from United States Department of Commerce, Statistical Abstract of the United 
States 1943, Table 422. National Income data for 1943 and 1944 from National Industrial Con¬ 
ference Board, The Economic Almanac for 1943-46, p. 70. 

® National Industrial Conference Board, The World’s Biggest Business, 1914-1944. 
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expenditures dropped sharply, but in the depression years of the 1930’s they 
increased to about two and one-half times the figures for 1930. The same 
upward trend is also observable in the case of state and local governments. 
State expenditures, which totalled only about four hundred million dollars 
in 1914, had risen to over three and a half billion in the early 1940’s. Munici¬ 
pal government expenses in the same period rose from one billion nine 
hundred and thirty million to about five billion. It is reasonable to suppose 
that this general upward trend will be continued in the future. 

Causes of the Growth in Public Expenditures.—It has already been 
pointed out that the greatest factor in this increase in governmental expendi¬ 
tures has been war. Wars not only bring direct outlays for such things as 
the purchase of munitions, but they also give rise to indirect costs, such as 
pensions, veterans’ insurance, hospital care, and governmental activities for 
combating the depressions that seem to be the inevitable legacy of wars. 
Professor Groves has estimated that public expenditures during the First 
World War (1917-1921) exceeded by over 50 per cent all federal expenditures 
from the administration of George Washington to that of Woodrow Wil¬ 
son.® This remarkable conclusfon is dwarfed by the fact that the total of 
federal expenditures in the year 1944 (during the Second World War) was 
nearly three times that of the years 1917, 1918, and 1919 combined. 

Waiving war expenditures and considering only other federal, state, and 
local outlays, the secular trend remains sharply upward. The reasons are to 
be found in the continual growth of the functions of government—inten¬ 
sively, by the expansion of duties already established, and extensively, by the 
assumption of entirely new functions. Examples of the expansion of exist¬ 
ing functions are furnished by the growth of public education, irrigation 
projects, and the network of new hard roads. The increasing concentration 
of population in urban areas has also been a factor. Writers frequently assert 
that public expenditures observe a law of increasing costs in that, the larger 
the urban area, the greater the per capita expenditure necessary to maintain 
almost every activity of the local government. Fire protection, health and 
safety, police protection, street building, and the like, all grow at a progres¬ 
sive rate as a town or city grows in size. 

However, it is in the assumption of new functions, especially by the 
federal government, that the chief cause of the peacetime growth of public 
expenditures is to be found. The discerning reader has no doubt found in 
the problems discussed in this book repeated illustrations of this trend. Much 
of it came to a head during the hard years of depression in the 1930’s. The 
primary new factors were expenditures for public relief, public works, and 
bonus payments. This extensive expansion into new areas appears destined 
to continue. To the customary regulatory oversight of business, such as food 
and factory inspection, monopoly and banking control, have been added a 

•Harold M. Groves, Financing Government (1945), p. 468. 
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long list of new state and federal commissions and corporations. The United 
States Shipping Board, Bureau for Vocational Education, Bureau of the 
Budget, Grain Futures Administration, Federal Power Commission, Federal 
Oil Conservation Board, Federal Farm Board, Federal Radio Commission, 
Reconstruction Finance Corporation, Civilian Conservation Corps, Home 
Owners Loan Corporation, Securities and Exchange Commission, Tennessee 
Valley Authority, Rural Electrification Administration, and the Social Secur¬ 
ity Board are typical examples of a long, diverse list of agencies established 
prior to the new agencies that arose out of the Second World War. And 
this trend can be matched (and exceeded) by other countries within the 
orbit of western civilization. The drift reached its most extreme limits in 
fascist countries and in the Soviet Union. 

If the scope of governmental activities is to go on expanding to meet new 
social and economic obligations, public expenditures must increase corre¬ 
spondingly, necessitating the raising of ever more and more revenue. A 
large part of the required funds for this expansion in the past two or three 
decades has been obtained by public borrowing. It is at this point that the 
controversy over what constitutes good public financial policy reaches its 
climax. 

The Economic Effects of Public Expenditures,—Even when the spending 
of money by the state is not directed consciously toward control of the 
economy, the large fraction of the national income that is received and spent 
by the various governmental units is bound to have a powerful influence 
on the economic life of the nation. The guidance of production, prices of 
commodities, and prices of the agents of production must all be substantially 
affected. Every citizen must contribute toward the maintenance of parks, 
schools, roads, and other collective goods, regardless of his personal inclina¬ 
tion. So, a part of his income is removed from his immediate control. In¬ 
dustry is at the same time diverted into channels very different from those 
which it might otherwise have followed. The impact on the price system 
is greatest (and most acutely understood by the consumer) when sharp 
changes are made in the volume of public expenditures over a short period 
of time, as, for example, with the advent of a major war. An army requires 
not only guns and bullets, but also food, clothing, and shelter. Private citi¬ 
zens, desiring commodities needed by the government, must pay prices equal 
to those the government offers. As pointed out in an earlier chapter, the re¬ 
sulting competition gives rise to wartime price control by public authorities 
in order to prevent inflation. 

The pricing and apportionment of the agents of production are affected 
by government expenditures in a similar manner. The principle of oppor¬ 
tunity costs is at work. Wages of labor, for example, increase in wartime, 
not only because the withdrawal of men into the armed forces tends to re¬ 
duce the supply of workers, but also because of the bidding for labor by 
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expanding war industries. A furniture factory or department store must 
compete with shipyards and munition plants for available labor. The result 
is a reallocation of the labor force and sharp changes in wages. Some civilian 
industries find rising labor costs prohibitive, and are forced into bankruptcy. 
Others curtail output, and many meet the situation by converting to war 
production. It is this scramble for scarce agents that necessitates the produc¬ 
tion controls of wartime; agents must be allocated so that the war effort is 
not impeded. The return of peace reverses the entire process; the advantage 
in competition for the scarce labor shifts to peacetime production. Every 
agent of production is affected in a more or less similar manner. 

In peacetime the economic influences of government expenditures are less 
striking, yet they are certainly in operation. New government expenditures 
enter the market in competition with private expenditures, and the price 
system must make the necessary adjustments. The end result is a redistribu¬ 
tion of both production and individual incomes. Collective wants are satis¬ 
fied in an increasing-number and (assuming no increase in the national 
income) at the expense of individual wants. Certain industries gain relatively 
to others. Individuals find their relative shares of the social income altered 
as they give up more or less money in taxes to the government and share 
more or less in the collective gfx)ds that the government provides. It takes 
very little imagination to appreciate the all-pervasiveness of these shifts, and 
the student can readily understand why the size and direction of public 
expenditures lead to intense political controversy. 

The Budget System.—The best check upon the fiscal administration of a 
government is the adoption of a budget system. A budget is a detailed 
estimate of the financial operations of a government for a stated period of 
time, prepared in advance by designated officials. “Thus, the budget may be 
spoken of as being prepared, as being voted or ratified, as being executed, as 
being audited and controlled. It goes through all these stages.” The adop¬ 
tion of a budget system places the government on a planned financial basis. 
It is the only satisfactory way of knowing in advance the needs of govern¬ 
ment and the resources available to satisfy them. It reduces political bicker¬ 
ing, by requiring the various departments to make their requests for appro¬ 
priations to the budget officials instead of directly to the legislative body. 
Usually the budget official is responsible to the executive branch of the gov¬ 
ernment, thereby securing executive responsibility. Publicity is attained; 
each department must announce its request for funds openly in advance and 
defend it before the budget authorities. The final form of the budget must 
be approved by the appropriate legislative body, and it is then the duty of 
the administrative officers to carry out the accepted program. 

Every state in the American union has a budget system of some kind, 
usually with the governor as an important, if not a controlling, factor. An 

^Charles W. Collins, The National Budget System and American Finance (1917), p. i. 
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act of Congress established the national budget system for the federal govei n- 
ment in 1921. Under this law a budget bureau was established, charged with 
the duty of preparing a federal budget, to be transmitted by the President 
of the United States to Congress. All departments make their requests to the 
bureau for the inclusion of their appropriations in the budget. Final author¬ 
ity, however, rests with Congress, since the Constitution gives Congress the 
sole power to raise revenue and make appropriations. Congress can make 
extensive alterations in the budget recommended for approval, and can sub¬ 
sequently pass additional specific appropriations of its own. The President 
may veto the bill that finally emerges from Congress, but this power is con¬ 
siderably weakened by the fact that he lacks the legal authority to veto 
specific items; he must accept or veto the budget as a whole. This makes 
possible the addition by Congress of “riders,’* in the form of amendments 
to the budget, and leaves the President helpless to prevent undesirable 
changes without placing the entire budget in jeopardy. The lack of con¬ 
centration of responsibility seriously weakens budget control and can lead 
to a deadlock between the executive and legislative branches of the govern¬ 
ment. However, operation of the federal budget has been reasonably suc¬ 
cessful; it certainly constitutes a marked improvement in efficient federal 
financial planning, as compared with the haphazard methods of federal 
finance that formerly prevailed. 

An attempt to tighten federal budget control was incorporated in the 
Legislative Reorganization Act of 1946. It has long been the practice in 
Congress for the revenue and appropriation bills to be prepared in separate 
committees. Each committee functioned without reference to or consulta¬ 
tion with the other. The objectives of a budget can easily be lost under such 
a procedure. The 1946 law provides that the revenue raising and the appro¬ 
priation committees of each house shall meet jointly at the beginning of 
each session and fix the estimated over-all limit for expenditures and receipts 
for the coming fiscal year. If the joint committees of the two houses fail to 
set the same limits, a conference committee representing both houses must 
compromise the differences. If the estimated total appropriations exceed 
estimated receipts, then a concurrent resolution must be passed authorizing 
an increase in the federal public debt. It is doubtful whether any such 
limitations upon the power to appropriate and tax can ever be effective in 
practice. The first trial of the new technique in the winter and spring of 
1947 proved unimpressive. The two houses of Congress set different limits 
and the conference committee was unable to reach an agreement. Mean¬ 
while, appropriation bills and revenue bills were prepared and acted upon 
with complete disregard for the new procedure. 
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B. General Principles of Taxation 

Sources of Public Revenue.—Modern governments receive their incomes 
from a wide variety of sources. Chief among these sources are taxation, fees, 
licenses, and the earnings of public enterprises. 

A tax is a compulsory payment levied by a governmental authority with¬ 
out regard to the specific benefits the taxpayer may receive. When indi¬ 
viduals receive specific benefits (e.g. birth certificates), a fee can be charged 
for that service, but most of the services which a government renders to its 
citizens benefit all of them in general rather than certain ones in particular. 
The services of most public officials, and of the army, the navy, the police, 
the fire departments, and similar public agencies, are rendered to all collec¬ 
tively. Consequently, everyone who is able to do so may be required to con¬ 
tribute towards the support of these activities. The right to tax, that is to 
extract compulsory payments without regard to the amount of specific bene¬ 
fit received, is one of the essential attributes of the sovereignty of a govern¬ 
ment. 

Taxes may be roughly divided into three classes: personal taxes, property 
taxes, and special business taxes. Personal taxes are illustrated by income, 
inheritance, and profits taxation. Property taxes are illustrated by levies 
on such things as real estate, mortgages, and tobacco. Business taxes are il¬ 
lustrated by capital-stock taxes, incorporation fees, and chain-store taxes 
graduated according to the number of stores. 

A jee is a charge made by a governmental agency for the performance of 
some service which, while socially a desirable act, at the same time confers 
a special benefit on the individual from whom it is collected. The individual 
concerned pays the cost of rendering the service, in whole or in part. For 
example, while it is socially desirable that all marriages be carefully recorded, 
at the same time a special benefit is thereby conferred upon the parties 
affected. The recording of their marriage gives it legal status. A fee is 
therefore charged for the service. Other examples are fees charged for the 
recording of deeds, mortgages, and contracts. Fees to cover costs of service 
are increasing in cities, and are very useful in such cases as public golf 
courses, tennis courts, parking fields, and the like. One of the most impor¬ 
tant types of fee is the special assessment. Public improvements sometimes 
convey special benefits to individuals owning property near the improve¬ 
ments, and in some localities it is customary, under such conditions, to ask 
the owners to contribute towards the cost of making the improvement. 
When a street is built, with sidewalks, curbs, and sewers, the improvements 
benefit not only the city in general, but also, and more especially, the own¬ 
ers of property along the street. Therefore, the property owners can justly 
be required to pay part of the cost of building it. Special assessments are 
becoming more common in the United States. Their use should be encour- 
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aged and extended, for where special benefits are rendered by the state to 
particular individuals, it is entirely proper that they should pay for them. 

The line of demarcation between fees and licenses, which are legal per¬ 
mits to do certain things, is sometimes very difficult to draw. In many 
states the distinction is a purely arbitrary matter of accounting. 

Revenues from public enterprises are the natural result of the entrance 
of governments into industry. The conduct and operation of industry is 
usually left to private persons, but the increasing number of exceptions to 
this rule is one of the major developments in modern economic life. Gov¬ 
ernments own property, and enter actively into commercial business. Me¬ 
dieval monarchs depended almost entirely upon public property and public 
enterprises for their revenue, but the Industrial Revolution and its accom¬ 
panying policy of noninterference in industry forced governments to devise 
new sources of income. 

The federal government of the United States received its first great ex¬ 
perience in public enterprise as owner of the vast public domain. While 
considerable revenue was obtained, the story of the administration of the 
various land acts is not a happy page in our history. Today the federal 
government owns such property as the Panama Canal, the post office system, 
the Tennessee Valley power project, forest reserves, and a small railroad 
in Alaska. However, it is the entrance of municipalities into the public 
utility field that furnishes the most important source of public revenue from 
public enterprise. Municipalities own docks, wharves, bridges, streetcar lines, 
water supply systems, gas and electric companies, airports, and many other 
installations. Here the field of public finance merges with broad issues of 
economic policy that are discussed elsewhere in this volume. 

Justice and Efficiency in Taxation.—A system of taxation that treats the 
citizens of a nation unjustly is a source of grave danger, for it may lead to 
explosive discontent. The tax structure should be framed vSo that it will be 
fair to all the various groups that make up the population. A good tax is 
one that is socially expedient, efficient in its administration, and just in the 
way in which it distributes the burden of taxation among the citizens upon 
whom it is levied. 

Even though a tax is intended merely to raise revenue, social expediency 
must be considered because, as has been stated, the tax is bound to affect the 
social welfare of the citizens who must pay it. Certain types of income 
taxes tend to reduce the inequality of incomes. Taxes on luxuries tend to 
discourage their consumption, while low taxes on land and buildings tend 
to encourage individual home owning. Exemptions granted to individuals 
supporting dependents are justified on the ground of public interest. We 
have already noted above that frequently the purpose of a tax, in the minds 
of its advocates, is to remedy social maladjustments or effect control of the 
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economy rather than to obtain revenue, but these aims should be clearly dis¬ 
tinguished and separately evaluated before any tax is adopted. 

Administratively, to be good a tax should possess the following features: 
(i) It should be certain as to the time and manner of payment. The tax¬ 
payer has a right to know definitely in advance when his tax is due and how 
it must be paid. (2) It should be collected in a convenient manner. (3) The 
expense of collection should not be excessive. The collection of some taxes 
requires such an elaborate staff of officials that the proceeds are not worth 
the effort involved. 

Theories of Justice in Taxation.—Attempts to set up just standards for 
the levying of taxes have brought forth many interesting theories. The three 
most widely held are the benefit theory, the equal sacrifice theory, and the 
ability to pay (or faculty) theory. 

The benefit theory states that a government confers numerous benefits 
on its citizens, and the tax burden should be so distributed that each citizen 
pays in proportion to the benefits he individually receives. The difficulty 
with this theory is the impossibility of measuring the benefit which each 
person derives from the services of the government. To illustrate, how can 
the advantage enjoyed by different individual citizens from the army and 
the navy be separated and evaluated? In some cases where the services 
of the government do lead to directly measurable benefit, as, for example, 
In the maintenance of almshouses, poor farms, free medical and dental service, 
the individuals receiving the services are too poor to contribute much, if 
anything, to the government’s support. In other cases, such as the public 
schools, the people who need the service most would be denied it (again 
because of their poverty) if they had to pay their full share of its costs. For 
these reasons the benefit principle is best restricted to small fees (such as 
for recording deeds), and to special assessments (e.g. for sewers) that are 
well within the means of the taxpayers. Certainly it would be neither wise 
nor feasible to base the whole tax system on the benefit principle. 

T he equal sacrifice theory states that taxes should be so levied that the 
sacrifice imposed on each person will be equalized. The less the sacrifice felt 
by the taxpayer, the greater the tax to be paid. Here again we are confronted 
with the difficulty of measurement, for how can one tell just what is the 
burden suffered by an individual when he is making payment of taxes? 
Even two individuals having exactly the same incomes would not necessarily 
feel the same burden from paying identical taxes. Sacrifice would vary with 
differences in education, training, occupation, number of dependents, tem¬ 
perament, and similar factors difficult of evaluation. 

The ability-to-pay (or faculty) theory states that, since all citizens receive 
in the protection of life, liberty, and property more than they can ever 
repay the government, the only just form of taxation is one requiring every 
citizen to contribute in proportion to his ability to do so. This is the theory 
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most widely held at the present time, and it gives the most workable basis 
for the building of a scientific tax system. However, the difficulty of measure¬ 
ment remains in a modified. form. When life was simple and wealth was 
principally of a material sort, this theory could be followed with relatively 
little difficulty, but under modern conditions the problem is rather complex. 
What test of ability to pay should be used,—the amount of property a man 
owns, or the income he receives? If property is taken as the basis, persons 
holding material wealth that cannot be hidden, such as land, buildings, and 
cattle, will be taxed more heavily than those who own stocks, bonds, mort¬ 
gages, and similar intangible property that can be easily concealed. If income 
is taken as the basis, the question of what constitutes income, and how it 
can be measured, arises. 

Proportional, Progressive, and Regressive Taxation.—Once the basis for 
taxation has been accepted, the question of determining the rate of tax must 
be settled. Does the ability-to-pay principle require that taxes should be 
proportionate or progressive? If Smith has an income of $2,000 a year and 
Jones an income of $6,000, a proportionate tax of five per cent would mean 
that Smith would pay $100 and Jones three times that amount, or $300. 
Each would pay the same proportion of his income. But many persons 
believe that when a poor man pays five per cent of his income, his burden 
is far greater than that of a rich man in paying a like percentage. A poor 
man spends most of his income for food, clothing, rent, and other necessities 
of life; but the bulk of the rich man’s income is spent for luxuries, or is 
added to his savings. Surely he can part with some- of his surplus with less 
loss of satisfaction than the poor man would suffer in giving up a part of 
his necessities. A progressive tax might therefore be more just. In such a 
tax the rate, or percentage, increases (i.e., progresses) as the taxpayer’s in¬ 
come, or wealth, increases in amount. Smith might be charged five per 
cent and Jones eight per cent. The following table will illustrate the differ¬ 
ence between proportional and progressive taxation. It assumes seven differ¬ 
ent incomes which are to be taxed. 


Income 

Proportional Taxation 

Progressive 

Taxation 


Rate 

Amount 

Rate 

Amount 

$2,000 

5% 

$ 100 

5% 

$ TOO 

4,000 

5% 

200 

6% 

240 

6,000 

5% 

300 

7 % 

420 

8,000 

5% 

400 

8 % 

640 

10,000 

5% 

500 

9 % 

900 

15,000 

5% 

750 

10% 

1,500 

20,000 

5% 

1,000 

11% 

2,200 


Just how progressive a tax should be it is difficult to say, but the principle 
has been accepted and put into practice throughout the world. There is no 
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definite rule of action to be followed; we can only hope that the wisdom of 
lawmakers, tempered by the publicity given their decisions, will result in a 
workable approximation of justice. 

Some tax rates are regressive, rather than progressive. The greater the 
income or wealth, the lower the rate actually paid by the taxpayer. Taxes 
are seldom consciously made regressive, but proportionate taxes have a tend¬ 
ency to operate in a regressive manner under certain circumstances. Thus, 
most of the wealth of small property owners is usually tangible property 
in the form of real estate, while the more well-to-do have a larger proportion 
of their wealth in the form of intangible securities. Evasion, so easy in the 
latter case, tends to make the tax on property regressive. Also, assessors 
appraising the property of wealthy individuals frequently lack the ability to 
make a fair appraisal and tend to underestimate the value of larger holdings. 
General sales taxes on commodities sold at retail, though proportionate in 
form (e.g. one per cent of the value of all goods sold), are really regressive 
in effect, because the poor spend a larger proportion of their incomes for 
commodities than do the rich (who usually save a considerable part of their 
revenues); hence the taxes take a larger percentage of the incomes of the 
poor than of the well-to-do. 

The Shifting, Incidence, and General Effects of Taxation.—The person 
who pays a tax in the first instance does not necessarily assume the final 
burden of it; he may reimburse himself by collecting the amount of the tax 
from someone else. This is called shifting the tax. Thus, the United States 
tax placed upon each package of cigarettes manufactured is levied with full 
knowledge that the manufacturer will add the tax to the price at which he 
sells his product. The incidence of a tax refers to its final resting place. The 
person on whom the final burden of the tax falls (further shifting being 
impossible) is said to bear the incidence. The general effects of the tax 
include the numerous direct and indirect consequences not covered by the 
terms shifting and incidence. For example, a heavy tax on cigarettes might 
cause the average citizen to rearrange his scale of preferences as between 
cigarettes, candy, liquor, and the theater. This would alter the demand for 
labor and other agents in the industries concerned, and would have addi¬ 
tional repercussions elsewhere in the economy. The distinction between 
incidence and general effects is often difficult to discern; an increase in de¬ 
mand for candy and a decrease in demand for cigarettes, caused by a ciga¬ 
rette tax, must affect the ability of the cigarette manufacturers to shift the 
money costs of the tax to cigarette buyers. Should we call such a result a 
general effect of the tax, or a division of the incidence burden? Since candy 
may rise in price as a result of the increased demand for it, has part of the 
cigarette tax been shifted to consumers of candy? Notwithstanding this 
difficulty, the terminology is useful if the student desires to carry his analysis 
of a specific tax beyond the more immediate monetary results into the broader 
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economic and social consequences. And when tax policy is intended to in¬ 
fluence business incentives, to control the consumption of luxuries, or to 
encourage or discourage saving, etc., it is the general effects, rather than the 
incidence, that are significant. 

Direct and Indirect Taxes.—The theory of the shifting and incidence of 
taxes is one of the most difficult in the entire field of economics. It is much 
too complicated to be covered in detail in this book, but we may consider 
a few of the broad principles involved. It is convenient to classify taxes into 
two categories: shiftable and nonshiftable. Those which are nonshiftable 
are called direct taxes because the burden falls directly on the person from 
whom the tax is collected. Shiftable taxes are called indirect because their 
burden is automatically transferred to some person other than the one from 
whom the tax is collected, so that the former bears the burden indirectly. 

The shiftability of a tax depends upon whether it affects the supply, and 
hence the price, of an economic good. Specific taxes on commodities in the 
hands of primary producers or dealers can usually be shifted to subsequent 
purchasers. To take the cigarette tax again as an example, suppose this 
amounts to five cents per package. If the cigarette industry was in a condi¬ 
tion of approximate equilibrium before the imposition of the tax, the mar¬ 
ginal costs of producing must have been equal to the marginal receipts of 
the manufacturers. This is in accordance with the principles set forth in 
the modern theory of prices. The new tax will increase the costs of manu¬ 
facturing cigarettes by five cents per package. This will raise marginal costs 
above the marginal receipts (for the demand schedule will not be changed),* 
thereby reducing profits. Some producers, who were just able to make both 
ends meet before, may now be -forced to give up the business of making 
cigarettes entirely; others will merely reduce their outputs until marginal 
costs again equal marginal receipts. In either case, the production of ciga¬ 
rettes will be curtailed, and this will force up their price. In the end, there¬ 
fore, cigarette buyers will reimburse the manufacturers for the tax, at least 
in part. Its burden will have been shifted to them to some extent. 

There are many kinds of taxes to which a similar analysis will apply. 
All excise taxes, such as those on alcoholic liquors, tobacco, and playing 
cards, wartime luxury taxes, as well as import duties and special or general 
sales taxes, will fall in this category. Taxes on commodities in the hands 
of consumers, however, (such as automobile license fees) cannot be shifted 
because there is no subsequent purchaser to whom the tax might be passed. 

In most cases a tax is shifted forward to consumers, as in the above 
examples, but there may be an occasional situation in which it may be shifted 
backward to suppliers of raw material. For example, a decline in the produc¬ 
tion of cigarettes might depress the price of leaf tobacco temporarily. But 
in the long run, the price could not remain below the cost of producing 
this commodity. Therefore, the tobacco growers might have to bear some of 



PUBLIC EXPENDITURES AND TAXATION 


557 


the incidence of the tax in the short run, but not permanently. Sometimes 
a tax might be shifted back to a factor of production. It is conceivable that 
social security taxes, by making labor more expensive, might cause employers 
to substitute labor-saving machinery or other processes which would reduce 
the demand for labor, and this reduction of demand could depress wages. 
Here labor, rather than consumers, bears some of the incidence of the tax. 
There has been much controversy over the incidence of social security taxes. 

If a tax does not affect the supply of a commodity, it cannot be shifted, 
but must be borne once and for all by the person on whom it is first im¬ 
posed. Taxes on net incomes arc of this sort. Poll taxes, taxes on excess 
profits, on personal incomes, on inheritance, and on the rent of land all 
fall in this category. Consider an excess profits tax as an illustration. 
Excess profits arc pure profits over and above interest on invested capi¬ 
tal, wages of management, and ordinary compensation for risk bearing. 
They arc, therefore, a surplus over the costs of prcxluction, and if the govern¬ 
ment takes part or even all of them, there will still be enough left to provide 
the necessary inducement to business enterprisers. If producers attempted 
to pass the tax on to consumers in higher prices, the existence of the surplus 
profits would attract new producers into the industry; production would be 
thereby increased and prices would fall again. So, in the long run, the price 
cannot be raised, and therefore the tax cannot be shifted to buyers. Even a 
monopoly could not shift a tax on excess profits if we can assume that it 
already had its prices at the point of maximum profits before the tax was 
imposed; because, if it is to have the maximum possible profit after the tax is 
paid, it must have its total profits before taxes at the highest possible figure; 
therefore, it would not help it any to force the price higher in an effort to 
recoup its tax payments. 

Suppose, however, ihat a tax were levied not only on excess profits, but 
on all profits, and that it was heavy enough to reduce the earnings of business 
generally below what is necessary to induce people to invest their money 
and undertake the risks of enterprise. This would discourage business activ¬ 
ity and depress the whole economy. The people would bear the incidence 
in generally lowered standards of living or, perhaps, the burden would fall 
most heavily on workers who would become unemployed. There are some 
observers who believe that various business taxes in recent years have actu¬ 
ally been so burdensome as to have this effect, and that the generally low^ 
level of economic activity between the two world wars is to be attributed 
partly to this cause. Be that as it may, the illustration suffices to make clear 
the basic principle that the shiftability of the tax depends upon its effects 
on production. 

What has been said about taxes on profits in the last two paragraphs 
applies to taxes on corporate incomes also. Taxes on personal incomes are 
a little different. These arc in most cases nonshiftable because they are not 
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levied on producers as such, but on consumers. Since the consumer stands 
at the end o£ a chain of business transactions, there is no one a stage beyond 
him to whom he can pass the tax; he must, therefore, bear the burden him¬ 
self. However, if income taxes are levied at progressive rates and are so 
high in the upper brackets that taxpayers feel it is not worthwhile to exert 
themselves to acquire incomes above a certain figure, there might result some 
slackening of productive effort on the part of the very rich, so that the taxes 
would be felt by the social group at large in a somewhat lower real income. 

Similar considerations apply to inheritance taxes. They must be paid out 
of the estate against which they are levied and cannot be shifted to anyone, 
but it is conceivable that they might be made so heavy as to deter the ac¬ 
cumulation of savings, in which case they might restrict investment and so 
depress the economy. 

Taxes on Land and Real Estate. Tax Capitalization.—The case of land 
taxes is always puzzling to students. The general rule here is that a uniform 
tax of so much per acre on land can be shifted, but a tax on the income 
(rent) from land, or on its capital value, cannot. 

Let us take first the case of a specific tax of, say, five dollars per acre, 
levied on all land, regardless of its quality. There is always some marginal, 
or no-rent land, which just barely repays the wages and interest of the labor 
and equipment employed upon it; it yields no rent to its owner. The five 
dollar tax on this land would reduce the yield below the cost of employing 
labor and equipment upon it, therefore the land would be abandoned. Pro¬ 
duction of the produce grown upon the land would be correspondingly 
reduced, and the price of these products would rise. In this way a part, at 
least, of the tax would be shifted to consumers. 

A tax on the income from land (exclusive of the income from improve¬ 
ments) is, however, nonshiftable. Such a tax could be passed on to purchas¬ 
ers of produce grown on the land only if it somehow caused the supply of 
land (and hence of its products) to be reduced. But this is impossible, be¬ 
cause land is not produced by man and it does not ordinarily wear out. 
Land fertility can be destroyed by very bad farming, but there is no reason 
to suppose that farming would be any worse because of the tax; hence such 
destruction would not be increased. It follows that the quantity of land will 
be just as great after the tax as it was before. The owners would not with^* 
hold any of the land from use, for they would have to pay the tax on it just 
the same. It would, therefore, be better to make the land yield what it could 
so that the tax would not be a dead loss. Even if the tax took all of the 
rent, it would still pay to cultivate the land because, so long as the yield suf¬ 
fices to cover the normal returns for the labor and equipment employed, its 
use would still be worthwhile. The conclusion is unescapable that the 
supply of land in use would not be lessened. Indeed, if the tax were substan¬ 
tial, it is probable that the supply would be increased, for much land that 
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is now held idle would be put into use in order to make it pay the tax. 
From all this it follows that the tax could not be shifted; the landowners 
would have to bear it. 

At this point the student is likely to ask, could not the owners of rented 
land pass the tax on to their tenants by demanding a higher rent? The 
answer is no, because the demand for land, like that for other things, is 
somewhat elastic. This means that if rents were raised, the effective demand 
for land would be smaller, so that some land would be forced into idleness. 
Owners of the idle land would reduce rents again in order to obtain a suf¬ 
ficient yield from it to pay the tax. Not until rents had fallen to their former 
figure would all the land be re-employed. So, the supplies of land being 
fixed and the schedule of demand for it remaining unchanged, the rents 
cannot rise and the tax cannot be shifted to tenants. 

Neither can a landowner shift the tax by selling his land to a purchaser, 
for the latter will deduct the capitalized amount of the tax from the pur¬ 
chase price. Suppose a piece of land yields a net income (rent) of $1000 
per year, prior to the imposition of a tax. If the rate of interest is assumed 
to be 5 per cent, the land will be worth about $20,000, because the income 
it yields would be the same as that derived from $20,000 invested at that 
rate of interest. Now suppose a tax of $100 a year is placed on land of 
this kind. This will reduce the net yield from the land to $900 a year; 
therefore, the capital value would now be only $18,000. A purchaser would 
be foolish to pay more than this amount, because he has the option of 
other forms of investment not subject to the land tax. So the value of the 
land drops by $2,000, which is the amount of the tax capitalized at 5 per 
cent. If the owner wishes to sell, he must absorb this loss of $2,000, and 
the purchaser, although it is he who makes the annual payment of $100 
tax to the government, has shifted the burden of that payment to the 
original owner. In effect, the land has been purchased free of the tax 
burden. 

The program of Single Tax, which was described in Chapter XXIII, 
is based partly on the above reasoning. The program would tax the rent 
of land at 100 per cent, thus appropriating to public purposes all the rent 
now received by landowners. It is argued correctly that such a tax would 
not burden industry because it could not be shifted to either labor or in¬ 
vestors. 

Taxes on improved real estate must be distinguished from taxes on land 
alone. In this case, there are really two things being taxed—the land itself, 
and the buildings or other improvements erected upon it. The improve¬ 
ments will wear out in time, and they can be maintained or replaced only 
by new production. It will not pay to replace them unless their prospective 
yield promises a reasonable return on the cost of their construction. If an 
annual tax is placed on them, it will reduce the yield by a corresponding 
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amount, so that the return will not suffice to induce new investment. The 
supply of improvements will then be reduced until the price of the products 
derived from them rises sufficiently to yield a satisfactory return. If the 
improvements are very durable, this process may take a long time. Mean¬ 
while, the owner may have to bear the burden of the tax for a considerable 
period. In the long run, however, as the supplies of improvements shrink, 
and the yield consequently rises, the tax will be gradually shifted to con¬ 
sumers. The part of the tax which falls upon the land, however, cannot 
be shifted, for the reasons set forth above. 

Taxes on intangible property, such as stocks, bonds, and mortgages, 
are similar in their effects to taxes on real-estate improvements. For in¬ 
stance, if a new tax is levied on securities, holders of securities already in 
existence will have to bear it. If the securities are subsequently sold, the 
purchasers will deduct the capitalized amount of the tax from their value, 
and purchase them “tax free,” as in the case of land. On the other hand, 
corporations seeking to sell new stocks or bonds to investors after the levy 
has come into effect, will have to raise their promised dividends or interest 
by the amount of the annual tax in order to make the net yield to investors 
(after payment of the tax) as high as it was before, because the volume of 
savings offered for investment will drop if the net yield is reduced, and 
this shortage of supply will force the price of investible funds upward. 
So, in the long run, the tax will be paid by the borrowing corporations. 

Demand and Supply Factors in Tax Shifting.—It has been explained 
that taxes on commodities tend to be shifted to consumers because they 
reduce the supply, and so raise the prices, of the goods taxed. The amount 
of the price increase, and the exact distribution of the tax burden, will 
depend upon the characteristics of demand and supply in each particular 
case. For example, if the demand is inelastic, a slight reduction of supply 
may increase the price considerably, but if the demand is somewhat elastic, 
the price will rise by only a moderate amount. On the side of supply, there 
are three factors that bear upon the problem. The first is the degree of 
competition or monopoly prevailing in the industry concerned; the second 
has to do with the shape of the cost schedules; and the third is concerned 
with the durability of the capital employed in the affected industry. Where 
capital lasts forever, as in the case of land, the tax cannot be shifted. Where 
its durability gradually wears out, die process of readjustment may take a 
long time, so that the producers will have to bear the incidence of the tax 
temporarily, although it will eventually be shifted to consumers. Where the 
capital wears out quickly, this adjustment will be more rapid, so that con¬ 
sumers will feel the burden quickly. 

It is possible to show, by demand and supply curves of the conventional 
type, the precise effects to be expected from specific commodity taxes in vari¬ 
ous types of cases. It can be shown that in some cases the price will rise by 
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more than the amount of the tax, in some of the cases by less than that 
amount. However, little is to be gained by going into these details here. 
The important thing for our purpose is to recognize that some kinds of 
taxes are shiftable while others are not. In the actual formulation of a tax 
program it is important to keep this in mind, so that the burden can be made 
to fall where it should. 

A Good Tax System.—When the expenditures made by governments 
were very small, the tax burden was so slight that its nice adjustment 
among the citizens was relatively unimportant. With the increase in the 
scope of government activities, and the rapid increase in expenditures, 
this problem has become serious. The greater the portion of the national 
income that accrues to the government, the more important it is that the 
revenue be justly collected. The complexity of the problem of determining 
the incidence of a tax should warn us against hasty, ill-considered tax legis¬ 
lation. The safest policy would be to base the tax structure as far as pos¬ 
sible on direct taxes, the incidence of which can be fairly accurately 
determined, avoiding indirect taxes, the incidence of which is extremely 
doubtful. In this way, the maximum degree of control over distribution 
of the tax burden can be achieved. A good tax system, then, is one that 
(1) distributes the incidence with maximum justice, in accordance with 
the principle of ability to pay, and (2) adheres closely to the principles of 
efficiency in tax administration. No single tax can accomplish these ends. 
The student should keep these general principles in mind as he surveys 
the tax system of the United States in the next chapter. 


Summary 

Public finance deals with the raising and spending of funds by a gov¬ 
ernment in its varied activities. Its scope is increasing as the functions of 
government expand. Some authorities now advocate that governmental 
taxing, borrowing, and spending be used to control the level of activity in 
the economy at large, and to maintain full employment. There is much 
controversy over this issue. Public expenditures have increased greatly in 
the last few decades, partly because of war and its aftermath, and partly 
because of new functions assumed by governments. These expenditures 
influence prices, the direction of production, the distribution of income, and 
other aspects of the economy. Efficiency in the fiscal administration of the 
government requires the adoption of a budget system in which the needs 
for revenue and the sources from which it is to be obtained are carefully 
set forth in advance. There is a budget bureau in the federal government 
charged with this function, but final authority in revenue matters rests 
with Congress. 

Governments derive revenues from taxes, fees, licenses, and public 
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enterprises. A good tax is one that is socially expedient, efficient in its ad¬ 
ministration, and just in the distribution of its burden. Administratively, 
a tax should be certain as to time and manner of payment; it should be 
collected in a convenient manner; and the expense of collection should not 
be excessive. There are three theories of justice in taxation. The benefit 
theory would tax each citizen according to the amount of benefit he re¬ 
ceives from the state; this is impossible to calculate in most cases, hence the 
principle is best restricted to small fees and special assessments. The equal 
sacrifice theory would levy taxes so as to equalize the sacrifice imposed on 
each person, but it is impossible to measure the sacrifice. The most widely 
approved theory is that each person should be taxed according to his ability 
to pay. A proportional tax takes the same proportion of income or wealth 
from each taxpayer. In a progressive tax the rate or percentage increases 
with the income or \yealth of the taxpayer. A regressive tax takes a larger 
percentage of income from the poor than from the rich. Progressive taxes 
best conform to the ability-to-pay principle. 

The incidence of some taxes can be shifted from the taxpayer to pur¬ 
chasers of his products. A direct tax is one that cannot be shifted; an 
indirect tax is shiftable. A tax is shiftable if it causes a reduction in the 
supply of a good and a rise in the price of that good. Specific taxes on com¬ 
modities in the hands of producers (excise taxes) can be shifted; taxes on 
net incomes (e.g. poll, excess profits, personal income, and inheritance 
taxes) cannot be shifted. Taxes on land rents cannot be shifted to tenants 
because the supply of land is not reduced by the tax, and, therefore, the 
rent obtainable cannot rise. Neither can such taxes be shifted to subsequent 
purchasers, because the latter will deduct the capitalized value of the tax 
from the purchase price. That part of real-estate taxes which is placed on 
improvements will be borne temporarily by the owners, but will be shifted 
to users or purchasers in the long run; that part which falls on the land 
cannot be shifted at all. Taxes on securities already in existence must be 
borne by the owners, but in the case of securities issued subsequently, it 
will be borne by the issuers thereof. The precise effect of a tax on the price 
of the commodity affected depends on the elasticity of the demand and the 
conditions of supply in each case. A good tax system will rely chiefly on 
direct taxes whose incidence can be known, and it will conform to the 
principles of ability to pay and of efficiency in tax administration. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

This chapter and the two that follow owe much to the excellent text of Harold 
M. Groves, Financing the Government (1945). Other very useful treatments of 
the general field of public finance are: Alfred G. Buehler, Public Finance (1940); 
Mayncs S. Howard, Principles of Public Finance (1940); Hartley L. Lutz, Public 
Finance (1936). For penetrating theoretical analysis, three somewhat older vol- 



PUBLIC EXPENDITURES AND TAXATION 563 

umes are still well worth careful study: Hugh Dalton, Principles of Public Fi¬ 
nance (1923); Carl C. Plehn, Introduction to Public Finance (1926); A. C. Pigou, 
A Study in Public Finance (1929). 

The standard work, on which all study of incidence and shifting of taxes 
seems to be built, is Edwin R. A. Seligman's The Shifting and Incidence of Taxa¬ 
tion (1909). A stimulating recent work is Otto von Mering’s Shifting and In¬ 
cidence of Taxation (1942). An interesting and thought-provoking attempt to 
modernize incidence and shifting theory is to be found in Chapter III of Albert 
Meyers’ Modern Economic Problems (1939). Developments in the field of public 
finance are taking place so rapidly that one must constantly consult current 
periodicals for specialized studies. 



CHAPTER XXV 


The Revenue System of the United States 


A. The Structure of the Federal, State, and Local 
Revenue Systems 

Politics and Economics in Taxation.^—Political considerations cannot 
be disentangled from economic issues in a study of taxation because the 
passing of tax laws is a political process. A federal tax bill originates in 
the Ways and Means Committee of the House of Representatives. Public 
hearings are held, at which recommendations of the United States Treas¬ 
ury are presented as a basis for discussion. Subsequently, every shade of 
public opinion is presented, by such organizations as the United States 
Chamber of Commerce, the Consumers’ Union, the American Legion, 
labor unions, farmers’ organizations, and individual citizens. The President 
of the United States may send special messages concerning the proposed 
taxes to the committee. After the hearings are completed, a bill is brought 
before the House, where it is further debated, and perhaps amended, before 
passage. It then goes to the Senate, where it is referred to another com¬ 
mittee, and a second public hearing is held. Since the bill passed by the 
Senate will usually differ from that passed by the House, differences must 
be compromised by a joint conference committee of the two branches of 
the legislature. Then the conference report must be accepted by both 
houses before the measure finally becomes a law. The procedure in state 
legislatures and city councils is similar. 

In this process it is hard to get the legislators to give adequate con¬ 
sideration to the general welfare because each one is elected by a local 
constituency which expects him to represent its particular interests, rather 
than those of the community as a whole. So, a senator, although he may 
favor a general sales tax, may object to a tax on soft drinks because there 
is considerable production of such beverages in his state. A senator strongly 
opposed to sales taxes may, nevertheless, bitterly protest attempts to repeal 
the tax on margarine, lest the dairy industry of his state suffer from the 
competition of that substitute for butter. Congressmen from Michigan 
usually oppose a motor-vehicle use tax because their state is the primary 

^This paragraph is based largely upon the excellent paper of Professor Mabel Newcomer, 
“Congressional Tax Policies in 1943,“ published in The American Economic Review, December, 
1944. 
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producer of automobiles. A Kentucky senator objects to liquor taxes, and 
a Virginia senator opposes increases in the tax burden on cigarettes. So, 
the congressman is almost forced to subordinate economic principles to 
the special interests of his constituents. In his despair, he looks for revenue 
where the political opposition is least. An old tax, to which the public 
has become accustomed, is preferred to a more equitable new tax that 
redistributes existing tax burdens. A hidden tax gets better support than 
a tax which has a direct impact. Tax laws become complicated, and all 
suggestions for simplification and reform must contend with powerful 
pressure to maintain the status quo. This mingling of economic and po¬ 
litical factors, which is clearly evident whenever specific taxes are under 
consideration, must be accepted by the student of applied economics. 
Recognition of the necessity for compromise may advance the cause of 
equity more rapidly than a stubborn insistence on theoretical perfection. 

Sources of Tax Revenue.—The relative importance of the major sources 
of tax revenues can be observed in the table on the next page. The year 1941 
was selected for this purpose because it was the last normal year prior to 
the emergency financing of the Second World War. 

Federal sources of tax revenue are limited by the Constitution of the 
United States, which provides that all direct taxes levied by the federal 
government must be apportioned among the various states in accordance 
with their respective populations, and that duties, imposts, and excises 
must be uniform throughout the United States. Direct taxes, as explained 
in the last chapter, are those whose burden is borne by the person on whom 
they are levied. Indirect taxes are those which are not borne ultimately 
by the person on whom they are levied, but are shifted to other persons. 
In practice this distinction becomes very vague, but since the words direct 
and indirect are used in the Constitution, the terms continue to have an 
important influence on the structure of our tax system. The restriction 
imposed on the use of direct taxes had the result that, prior to 1913, the 
federal government secured practically all its revenue from indirect taxa¬ 
tion—primarily excise and customs duties. In 1913 the Sixteenth Amend¬ 
ment to the Constitution was ratified. This amendment provided that, “Con¬ 
gress shall have power to lay and collect taxes on incomes, from whatever 
sources derived, without apportionment among the several states, and 
without regard to any census enumeration ” The way was thereby cleared 
for the direct taxation of incomes, and this form of taxation rapidly devel¬ 
oped into the most important single source of revenue in the federal tax 
system. In 1941 over 44 per cent of federal tax revenues were derived from 
personal and corporate income taxes. Excises, consisting primarily of alco¬ 
holic beverage, tobacco, and motor fuel taxes, accounted for about 30 per 
cent of total federal revenue. The decline in the yield of customs duties to 
5 per cent of the total shows the sharp shift in the structure of the federal 
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Relative Importance of Major Sources of Tax Revenues 1941 ^ 


Type of Tax 

Per cent of 
All Tax 
Revenues 

Per cent of 
All Federal 
Tax 

Revenues 

Per cent of 
All State 
Tax 

Revenues 

Per cent of 
All Local 
and Terri¬ 
torial Tax 
Revenues 

Individual Income 

9 - 7 % 

od 

5.270 

•13% 

Corporate Income 

13.2 

26.3 

4.2 

.21 

Inheritance, Estate, and Gift 

3*1 

5*2 

27 

.03 

Property 

26.4 

— 

5.6 

89.72 

Customs Duties 

2*4 j 

5-0 

— 

•25 

General Sales 

37 

- j 

12.6 

r.42 

Alcoholic Beverages 

6.0 

10.3 

4.8 

.16 

Tobacco 

47 

8.9 

2.4 

.08 

Motor Vehicle Fuel 

8.3 

6.4 

20.3 

.22 

Miscellaneous Excises 

2.4 

4.2 

•4 

1*33 

Payroll 

11.2 

12.7 

20.0 

.16 

Specific Businesses 

5-3 

2.5 

11.5 

4.20 

All Other Taxes 

3*5 

•4 

10.3 

2.07 


99.9% 

100.0% 

100.0% 

99.9870 


tax system. Payroll and estate taxes account for most of the remaining 
federal income. 

The states have derived most of their revenues in the past from the 
taxation of property, and the property tax still retains the dominant posi¬ 
tion in a number of states, but the proportion of total revenue received 
from this source has been declining rapidly with the introduction of new 
forms of taxation. In 1941, the motor fuel tax held first place in state tax 
systems, accounting for over 20 per cent of total state revenues. Payroll 
taxes to finance growing social security programs accounted for about 20 
per cent of total revenues. Sales taxes, specific business taxes, and income 
taxes all appear to be increasing. As a group they yield over 33 per cent 

•Tabic developed from TAe World*s Biggest Business 1^14-1^44, National Industrial Con¬ 
ference Board (1944), Table 9, page 16, nontax revenues and transfers from other government 
levels excluded. 
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of total revenues. The remaining state revenues come from a wide variety 
of miscellaneous sources, of which taxes on property, alcoholic beverages, 
inheritance, and tobacco are the most important. 

Local government units still rely heavily upon the general property tax, 
obtaining about 90 per cent of their total tax revenues from that single 
source. Business, excise, and sales taxes account for most of the remaining 
revenue, although there is a tendency towards the use of the income tax 
by cities as a way out of pressing financial difficulties. 

Multiple Taxation and Conflicts in Jurisdiction.—The upward trend in 
federal, state, and local public expenditures has placed a severe strain upon 
the entire tax system of the United States. The resulting search for addi¬ 
tional revenue has induced each level of government to invade new taxable 
areas, and the outcome has been multiple taxation and serious conflicts in 
jurisdiction. 

Multiple taxation of a single tax base has become commonplace. The fed¬ 
eral government, relying upon the income tax as its major revenue producer, 
finds states and even cities invading this field. A citizen may be faced with 
the obligation of filing three separate income tax returns. Taxes on to¬ 
bacco, alcoholic beverages, and motor fuels are levied by the federal gov¬ 
ernment, state governments, and a growing number of municipalities. 
Death taxes (i.e., taxes on inherited wealth or on decedents' estates) are 
assessed at both the federal and the state levels. Property is taxed at the state 
and local levels. 

This complex pattern of multiple taxation has brought with it many 
collateral problems of conflicting jurisdiction among the several taxing 
authorities. This has been so especially among the states. The problem is 
well illustrated by death taxes. A citizen may have his legal residence 
in state A, hold title to property in state B, and own stocks and bonds of 
corporations located in state C. Which state, or states, should have the 
legal right to levy a tax when the property is transferred at death? This 
confusion has been partly clarified by Supreme Court decisions ruling that 
the decedent’s real property can be taxed only in the state where it is 
located at the time of death, while intangible property (such as stocks and 
bonds) can be taxed only by the state in which the decedent’s domicile 
was located. State and city income taxes involve similar confusion. A 
citizen may live in state A, earn his salary in state B, and receive interest 
and rents from property located in state C. All three states can (and often 
do) claim the right to tax the same income. This conflict in jurisdiction 
has not as yet been resolved. A logical solution would appear to be either 
to tax the total income of the taxpayer in the state in which he resides, or 
to restrict the tax to income originating within the taxing state, regardless 
of the recipient’s residence. 

A man who lives in one state may own a piece of real estate located in 
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another. If he lived in the same state as his property, it would be taxed 
only once, but in his case it is likely to be taxed by both the states con¬ 
cerned, thus doubling his burden. Similarly, the property of a corporation 
is likely to be taxed once in the state where it is located, and then its stock- 
and bondholders may be taxed in the states where they live. These 
duplications would not necessarily lead to injustice if the rates were 
determined with reasonable attention to the total burden resting on the 
taxpayers. However, with different jurisdictions competing for revenue, 
it is not likely that taxes will be framed and administered with tolerance 
and wisdom in this respect. Therefore, the results of conflicting jurisdic¬ 
tions are, on the whole, unfortunate. The formulation of a solution for 
this problem would carry us beyond the field of tax economics into that 
of practical administration, involving us in the political aspects of public 
finance. We cannot go into this in detail. It is enough here to say that 
there is a strong need for (i) separate, clearly differentiated sources of 
revenue, and (2) clarification of jurisdictional issues. Attention to these 
problems would make a real contribution to a better functioning economic 
system. 

Tax Sharing.—One answer to the problem of multiple taxation is the 
principle of tax sharing. Let one jurisdiction (the federal or state govern¬ 
ments, for instance) levy a tax and then return to the lower political 
subdivisions an agreed proportion of the revenue collected within each 
individual jurisdiction. Thus a state might levy an income or sales tax 
and then return to its cities or counties an agreed percentage of the revenue 
collected in each. Carried to the extreme point, the federal government 
might have the sole right to levy income taxes, and then it could return a 
share to the state and local governments. The advantages are clear. The 
taxpayer would have to face only one levy (and a single report in such 
cases as the income tax), the cost of administration would be reduced by 
elimination of duplicate sets of officials, and the enforcement of the tax 
could be organized more effectively. A simplified and well integrated 
over-all tax system would reduce or remove competition between tax juris¬ 
dictions, and it would meet the financial needs of state and local gov¬ 
ernments. 

The device of tax sharing encounters strenuous opposition from officials 
fighting to prevent the loss of their prerogatives, to say nothing of their 
jobs. The battle cry is for more home rule and less centralization of 
government powers. A more justifiable objection is the doubt that any 
scheme could be formulated that could by general rules meet the divergent 
needs of each ‘‘sharer.” For example, a ten per cent turnback to cities and 
counties might give rich cities so much revenue that municipal extrava¬ 
gance would be encouraged, while a poor community would be unable to 
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pay for the schools, roads, and other public services urgently needed. Rev¬ 
enue would not be adjusted to needs. 

Grants-in-aid.—When tax sharing is adjusted to needs rather than to 
the revenue collected in a given area, the system is known as one of grants- 
in-aid. There is wide variation between the wealth and income of different 
states and between different localities within a single state. This makes 
it difficult to attain the desirable goals of uniform standards and reasonably 
equitable treatment unless there is an over-all plan of collecting and dis¬ 
tributing tax revenues. While the principle is as old as the public land 
grants of the early 1800’s, it was not until the great depression of the 
1930’s that this method of distributing public revenues reached significant 
proportions in our fiscal policy. Highways, public buildings, education, 
and a wide variety of welfare activities depend on federal and state grants- 
in-aid. The system is usually defended as necessary to promote and stimu¬ 
late interest in the subsidized objectives. The unequal distribution of both 
economic power and public cnlightmeiit on such public activities as un¬ 
employment, old age insurance, and better schools, results in serious di¬ 
versity of treatment. By establishing minimum standards under which 
aid will be granted, central governmental bodies can obtain considerable 
control over expenditures at lower government levels. In Chapter XI the 
use of ibis device of control was explained as part of the mechanism of 
the federal Social Security Act. State grants to localities for public edu¬ 
cation also have been effective in raising standards by such requirements 
as minimum salaries to be [)aid to teachers and the consolidation of small 
inefficient rural schools. 

Opposition to grants-in-aid has been very vocal. It is charged that fed¬ 
eral grants-in-aid constitute unconstitutional interference with the rights 
of the states. Since protection of health, morals, and the general welfare 
(the police powei of government) fall primarily within state jurisdiction, 
the establishment of tying-in conditions as a price for the receipt of federal 
aid is, in practice, a coercive force extending the powers of the federal gov¬ 
ernment along lines otherwise closed to federal intervention. This same 
charge has been made by cities, counties, and school districts against state 
authorities. The perplexing problem of selecting a proper basis for appor¬ 
tioning shared revenues receives equally sharp criticism. Some grants are 
conditional upon the local authority matching, dollar for dollar, the amount 
of the grant-in-aid from above. This method clearly works against the 
financially weak subdivisions. Then there is the difficulty of defining 
“needs.” And finally, there is some justice in the charge that any form of 
grant-in-aid encourages inefficiency and extravagance in the expenditure 
of public funds, because the restraining thought, that increased local ex¬ 
penditures will result in increased local taxes, is absent when local revenues 
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are derived from grants of a higher governmental body whose revenues are 
collected over a wider area. 

The use of grants-in-aid is not just a means of reducing the evils of 
multiple taxation and conflicting tax jurisdiction. As indicated above, the 
major purpose is to supply a coercive force for the raising of standards and 
the establishment of equality in treatment on a national or state-wide scale. 
But the possibilities of applying tax sharing and grants-in-aid to the prob¬ 
lems of multiple taxation and the competitive struggle for new sources of 
revenue are worthy of very serious consideration. Additional revenue can 
be obtained without increasing the now chaotic and overlapping tax pat¬ 
tern. The taxpayer and the tax administrator can be relieved of an un¬ 
necessarily complex tax system. 

B. The Taxation of Income and Profits 

Income as a Source of Tax Revenue.—Contrary to popular ideas, 
practically all taxes are paid out of income; for, since taxes are generally 
paid in money, they must come from the circuit flow of money income, 
which means that they must come out of someone’s money receipts.^ This 
is true even if the tax is levied on a capital g(X)d, such as a factory. The 
taxpayer cannot detach a part of his factory and give it to the government; 
the actual payment must be paid out of the income derived from the 
factory, or out of some other income source. If, in an extreme case, the 
owner must sell the factory (or some other capital asset) to meet his taxes, 
the payment will not come out of his income, but it will come from that 
of the purchaser. The only significant exception to this basic principle 
would be a case where taxes are to be paid in property—a case that might 
well arise if a transition to a socialistic economy were to be effected by 
means of a capital levy. 

The fact that all tax payments are made out of income, combined with 
the widespread acceptance of the ability-to-pay principle, has resulted in a 
rapid growth of income taxation. Proponents of this principle argue that 
the income received by a citizen during a given tax period is the most 
accurate index of his ability to pay. Some writers have gone so far as to 
suggest that all other forms of taxation should be eliminated, thus carry¬ 
ing the ability-to-pay principle to the limit. In practice, however, the diffi¬ 
culties encountered in measuring income and collecting income taxes are 
so serious as to make its exclusive use inadvisable. 

Types of Income Taxation.—Income tax laws differ widely in type; 
many alternative taxing methods are open. The tax may be levied on the 

®A tax may sometimes be paid out of a hoard of cash, or out of idle bank balances, in 
which case the funds may have been accumulated in an earlier income period, but this is ex¬ 
ceptional. 
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total income of the taxpayer (individual or corporate) after he receives it; 
or it may be levied on the source of income (wages, interest, dividends, 
etc.) before he gets it. In the latter case it is often called a “stoppage at 
the source” income tax. The chief disadvantage in the use of the stoppage 
at the source method is that it reduces the possibility of progressive taxa¬ 
tion. To apply the progressive principle fully, we must know the tax¬ 
payer’s income as a whole. However, the method has the very real advan¬ 
tage of reducing the opportunities for evasion and permitting different 
rates to be levied against different kinds of income. A tax on the taxpay¬ 
er’s income as a whole requires him to declare his total income receipts, 
and this puts him under a great temptation to evade part of the burden 
by false reporting. The type of income tax where the taxpayer must make 
a declaration has been generally used in the United States, although the 
current federal law provides for withholding a part of the tax at the source, 
as a compromise between the two methods. England has relied heavily 
upon the stoppage at the source technique. 

Income taxes may also be distinguished as to whether they are levied on 
use value or on realized value. For example, if use value is accepted, the 
owner of a dwelling house occupying the property himself would be com¬ 
pelled to estimate the rental value of the property and add that sum to his 
taxable income; while a tax on the realized value basis would include only 
receipts of money rents. The use-value principle has been employed to 
some extent in England, but not in the United States.^ 

In selecting the tax base, a choice must be made between net income 
or gross income. The usual practice is to accept net income as the tax 
base. It is this aspect of the law that causes many of the complexities of 
reporting, so harassing to the citizen. To arrive at net income, exemptions 
and deductions from gross income must be permitted. The principle of 
gross income taxation has gained many supporters, who believe it has 
advantages over a sales tax, to which it is closely related. 

Finally, income taxes can be levied on real persons, on corporations, 
or on both. On this issue the debate has been extremely active. It will be 
discussed below. 

Problems of Income Taxation.—As students of economics, we are not 
directly interested in the multitude of administrative and jurisdictional 
problems that confront the legislator when formulating new income tax 
legislation. However, many of the most important issues demanding solu¬ 
tion offer beautiful examples of the application of economic principles. 
We shall examine five areas of controversy: (i) the definition of income, 

The Wisconsin state income tax did require the reporting of rental value of homes occupied 
by the owner for a short period of years, but difi&cultics of administration forced the repeal of 
the rule. 
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(2) taxation of capital gains and losses, (3) irregular incomes, (4) taxation 
of corporate income, and (5) the net tax base. 

The Definition of Income.—The use of the income concept as a device 
for measuring one’s ability to pay taxes implies some definition of in¬ 
come. Unfortunately, there exist wide differences of opinion among eco¬ 
nomists as to how income should be defined, and tax authorities have 
found the problem of defining it most perplexing. Is income the money 
one acquires within a period of time; is it the goods one receives or buys 
with the money; or is it the psychic satisfactions one derives from the 
consumption of those goods? If the tax is based on money acquired, then 
it would exempt all receipts in kind, such as food produced and consumed 
by a farmer and his family, the use of a dwelling occupied by its owner, 
wages received in the form of a crop share by a farm worker, and living 
quarters supplied to a minister by his parish. If it is based on satisfactions 
derived from consumption, then it would exempt any money saved by 
taxpayers out of their current receipts, because these savings involve the 
postponement of satisfactions until sometime in the future. If it is based 
on goods received or bought, then both savings and receipts in kind would 
be taxed. So, the nature of the tax depends on the definition adopted, and 
there are other tax problems that depend on the matter of definition. 
For instance, does a corporation have an income independent of the income 
of its shareholders? Again, does a rise in the market value of a share of 
stock constitute income to the shareholder, or must the tax collector await 
the day of sale and calculate “income” as* the difference between the pur¬ 
chase and sale price of the security? The answer to such questions hinges 
upon the concept of income that underlies the tax. 

The income tax amendment to our federal Constitution uses the word 
income without defining its content. Consequently the burden of defining 
the term, for federal tax purposes, has fallen largely on the Supreme Court 
of the United States. Congress can tax as income only what the Supreme 
Court recognizes as such. For example, the Supreme Court has declared 
that the taxpayer is no richer or poorer after he receives a stock dividend; 
he merely has different securities for an unchanged equity in the corpora¬ 
tion.^ In the eyes of the Court, a tax on stock dividends would be a tax 
on capital. 

American income tax experience has cut the Gordian knot of defini¬ 
tion by considering as income for tax purposes, the receipt by taxpayers of 
money or money's worth, growing out of the process of production and 
actually realized, after deducting all necessary cost of acquisition. The 
phrase “growing out of the process of production” means that the tax is 
applied only to incomes received directly from the proceeds of industry, 
such as wages, interest, rents, or profits; incomes subsequently transferred 
^Eisner v. Macomber, 252 U. S. 189 (1920). 
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from their original recipients to others, by gift or bequest, are not taxed. 
The phrase “and actually realized” means that income is not taxed unless 
and until it is received in the form of money. 

This definition has the merit of being administratively practical, but 
it contains numerous elements of what might be called injustice. For 
example, a farmer secures much of his living in the form of food and 
shelter directly from his farm, but a bank clerk must purchase food and 
shelter out of his salary. Thus the bank clerk is allowed no deduction 
for living expenditures, while the farmer has the advantage of omitting 
that part of his real income from the computation of his taxable income. 
The same difficulty is illustrated by the ownership of property. The in¬ 
dividual who owns his own dwelling house is in the enviable position of 
excluding rent payment from his taxable income, yet the rental value of 
his house is real income just as truly as though he paid for it. A tenant, 
on the other hand, pays for his rent out of his money income, without a 
tax deduction. His income is less than that of the other by the amount 
of this rent, but his tax is not reduced on that account. Sufficient has 
been said to demonstrate that, in spite of care in formulating an income 
tax law, the result must be far from a perfect measurement of ability to 
pay. While the income tax may serve as the core of a tax system, the gaps 
must be filled in by other taxes. 

Capital Gains and Losses.—The purchase and sale of capital assets 
(c.g. stocks, bonds, real estate) results in money gain or loss. Should such 
changes in capital value be included in the calculation of taxable income? 
Strict application of the ability-to-pay theory certainly gives an affirmative 
answer to this question. The taxpayer becomes richer by the sale of a share 
of stock at a profit, and poorer by a sale at a loss. The catch in this ap¬ 
parently simple solution is that the appreciation or depreciation may be 
spread over a number of years, but the total amount of value change 
must be applied to the taxable income of one year —the year in which the 
realization takes place through sale. Thus a taxpayer may buy a block 
of securities at $10,000 and, after these securities gain in market value at 
the rate of $1,000 a year, sell ten years later for $20,000. He would then 
find the accumulations of ten years ($10,000) added to his taxable income 
in one year and subject to progressive rates. If the law had provided that 
the accumulated value of each year ($1,000) should be included in the 
taxable income of that year, the total gain would be taxed at lower rates, 
much to the taxpayer’s advantage. However, if the law provided that all 
capital gains should be included in the tax base each year regardless of the 
sale or nonsale of the asset, the complications added to effective adminis¬ 
tration would be simply fantastic. Every asset held by the taxpayer would 
have to be revalued for tax purposes every year. 

A secondary difficulty encountered in taxing capital gains and deduct- 
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ing losses is the effect upon income tax yields. In a depression, a sharp 
drop in capital values could be offset against other income, so that a rich 

man might find his taxable income reduced to zero. Securities could be 

sold at a loss and then immediately repurchased at the same price, thus 
recording a taxable loss on the realized basis. 

Since capital value changes alter the taxpayer’s income and ability to 
pay taxes in just as real a manner as variations in his salary or dividends, 
sound policy demands their inclusion in the tax base. To accomplish this 
end and at the same time avoid an unfair burden on the taxpayer presents 
a quite perplexing problem. The federal income tax (as of 1946) deals 
with the problem by dividing capital gains into two classes, short-term 

and long-term, which are treated differently. Short-term gains and losses 

(defined as those where the assets have been held only six months or less) 
are treated the same as all other income. In the case of long-term gains 
(where the assets have been held more than six months) the taxpayer is 
given his choice of two alternatives: (i) He may elect to add half the 
gain to his other income, to be taxed at rates determined by the size of 
his income as a whole. Or (2) he may elect to pay a flat rate of twenty- 
five per cent on the entire capital gain. If he takes the first option, half 
of the gain is exempt from tax, but the remainder is taxed progressively. 
If he chooses the second option, the whole gain is taxed, but the rate is 
not progressive, which is a great advantage to taxpayers whose incomes 
are so large that they are subject to very high rates. In the case of long¬ 
term losses the government is less generous. The taxpayer is allowed to 
deduct from his income in any one year capital losses only up to the 
amount of his capital gains in that year, plus $1,000. However, if his losses 
exceed his gains by more than the latter amount, he may spread the rest of 
the loss over the ensuing five-year period, provided he does not violate the 
above rule for any one of those five years. This policy with respect to capital 
gains and losses is a compromise, but it is only by compromises that a work¬ 
able income tax can be developed.® 

Irregular Income.—The major difficulty in equitable taxation of capital 
gains arises from the irregularity of income from that source. The same 
diflSculty arises in every case where the flow of income is irregular. An 
author may spend ten years writing a book (such as Gone With The 
Wind)y only to find his reward drastically cut by taxes because the bulk 
of the sales take place in a single year. An inventor may work twenty 
years on an idea and sell it for a large sum, all of which is taxed at pro¬ 
gressive rates in the year of the sale. A prize fighter may gradually work 
his way to the top, and then get his monetary reward as champion within 
a short period of only one or two years. A businessman, or a member 

®For an excellent analysis of the difficulties in this problem, sec Chapter VIII of Harold 
Groves’ Production, Jobs, and Taxes (1944). 
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of one of the professions, may find that, while he averages $20,000 a year 
for a ten-year period, fifty per cent of the total income may have been 
earned in a fortunate two-year period. 

Economists interested in the theory of income have given considerable 
study to the theory of irregular gains. Is regularity of receipts an esseniial 
attribute of the income concept? Professor Carl Plehn presented a very 
forceful defense of the view that it is, as early as 1924.^ British income 
tax legislation recognizes regularity as a test of taxable income by excluding 
certain “casual profits” from the tax base. The inequity arising from this 
cause in the distribution of the tax burden is not great when the pro¬ 
gressive rates are moderate, but when the rate of p^rogression is steep the 
injustice become serious. If the ability-tevpay principle is to be fairly 
applied, irregular receipts should be averaged over a period of years. The 
chief objection to averaging is tax liability in years of low income. Tax¬ 
payers find it onerous to pay large taxes in “lean” years to meet obligations 
resulting from an exceptionally good year in the past. To meet this situa¬ 
tion, it has been suggested that the taxpayer be permitted to sum his taxes 
over a period of years, calculate what the tax bill would have been if the 
income received had been evenly distributed through the period, and then 
claim a refund (or tax credit) for the difference.^ It should be possible 
to formulate a reasonable compromise. The principle is clear, and ex¬ 
perimentation may develop an administratively feasible solution. 

The Taxation of Corporate Income.—A corporation is not a real per¬ 
son, but an artificial being created by the state. Since it is merely an 
association of individuals, operating as a single unit, it cannot really be 
said to have an income independent and distinct from that of its stock¬ 
holders, except when viewed supcrfically or as a legal entity. To tax the 
income of a corporation when earned, and then tax it again when it 
reaches the hands of the stockholders as dividends, is quite obviously 
double taxation. In cases of holding companies, where the earnings of 
the operating company pass through a series of stockholders to the pos¬ 
sessors of the uppermost layer of securities, double taxation expands into 
multiple taxation. A corporation income tax also defies the principle of 
justice, that the burden of a tax should be distributed on the basis of the 
taxpayer’s ability to pay. This is because there is no necessary relation 
between the size of a corporation’s income and the size of the incomes 
of the persons to whom its earnings are distributed. To illustrate, corpo¬ 
ration A may have an annual net income of $1,000,000 which is distributed 
among only 200 persons, the stock being very closely held. Here the 
income per stockholder is $5,000. On the other hand, corporation B may 

'^Carl C. Plehn, “The Concept of Income as Recurrent, Consumable, Receipts,” in The 
American Economic Review, March, 1924. 

® Groves, op. cit., p. 85. 
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have an annual net income of $10,000,000, to be distributed among 10,000 
stockholders. Here, although the total income is greater, the income per 
stockholder is only $1,000. Quite clearly the ability of these stockholders 
to pay taxes is not properly indicated by the net earnings of the two cor¬ 
porations. It is unjust to tax the two companies on the basis of these 
earnings, and if the tax rates are progressive, the injustice is aggravated. 
The case is very strong for the elimination of corporate income taxes and 
reliance upon improvements in the personal income tax to reach the 
earnings of such enterprises. 

On the other hand, there is much to be said in defense of the opposing 
view. Corporations are given valuable special privileges not extended to 
individual enterprises or partnerships. Limited liability, and easy transfer- 
ability of ownership by the sale of securities, give unique protection to 
the investor and aid materially in the competitive search for new capital. 
Because of these special privileges, it is argued, the corporate stockholders may 
justly be made to pay special taxes. Against this argument it has been said 
that a privilege available to anyone who obeys the laws of incorporation 
cannot be said to be a very exclusive right. If one insists on such an applica¬ 
tion of the benefit theory of taxation, an incorporation fee, or a license to do 
business, would be a preferable solution. Much more serious is the charge 
that the elimination of corporate income taxes makes it possible for share¬ 
holders to evade the tax burden by reinvesting a company’s earnings. Since 
control of management by stockholders is very tenuous under mcKicrn con¬ 
ditions,^^ the temptation for management to expand the enterprise and at the 
same time reduce the burden of taxation on its wealthy backers, by reinvest¬ 
ing the earnings, is very strong indeed. Is it in the social interest that savings 
should be influenced by such motives? 

The answer must be a compromise that avoids unnecessary double 
taxation, but at the same time reduces to a minimum tax evasion by 
reinvestment of corporate earnings. Just how to accomplish these objectives 
is one of the most difficult problems encountered in the entire field of 
public finance. Not without misgivings, the present authors suggest: (i) 
restriction of the regular corporate income tax to a flat rate on all earnings, 
irrespective of the proportion distributed as dividends; (2) legal recogni¬ 
tion of the tax paid by the corporation as an advance payment for stock¬ 
holders, with permission given the shareholder to credit this tax advance 
against his personal tax liability when dividends are received, or when he 
realizes capital gains by sale of the security; and (3) the re-enactment of 
a progressive tax on additions to corporate surplus (undivided profits) in 
excess of a reasonable exemption to permit a healthy growth of the taxed 
enterprise. These principles eliminate double taxation and reduce the in¬ 
justice caused by the progressive taxation of corporations irrespective of the 

®See the discussion of this point in Chapter IV. 
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ability to pay of individual stockholders. The return to a tax on reinvested 
earnings offers real difficulties, but without some check on the evasion of 
taxes by reinvestment of corporate earnings, the objectives of progressive 
taxation of personal incomes become very difficult of realization. A more 
extended analysis of this problem is given below. 

The Net Tax Base.—Justice appears to require that the recipients of 
large incomes pay heavy taxes while those who receive small incomes 
should be either exempt or subject to very low rates. This philosophy has 
been written into the income tax law by authorizing a system of exemp¬ 
tions, credits, and deductions before arriving at the net tax base to which 
the tax rates are applied. Exemptions include such items as the proceeds 
of insurance policies, interest on state and local government bonds, and 
the earnings of cooperative farm marketing or purchasing associations, 
when at least half their business is with members of the association. 
Credits include a personal exemption and exemptions for dependents. 
Deductions include: business expenses; gifts made for charitable, educa¬ 
tional, or literary purposes (if they do not exceed a certain percentage); 
all taxes paid other than income; death, gift, and excise taxes; and all 
interest paid on indebtedness. 

All this differentiation in distributing the tax burden is designed to 
improve tax administration and to protect the general welfare. However, 
the effect is to reduce the amount of income in the net tax base and, 
consequently, to cut the revenue yield. We have already noted the amaz¬ 
ing growth of government expenditures that has resulted from the 
expansion of government functions. Experts believe the federal budget 
alone will exceed twenty-five billion dollars a year for many years to come. 
If the income tax is to be selected as the chief revenue producer, it is clear 
that a large tax base must exist, or the higher incomes will be completely 
taxed out of existence. The resulting battle of pressure groups is easily 
understandable. Groups receiving special privileges resist the removal 
thereof. The reduction of credits and deductions to reach lower incomes 
is politically a very unpopular move because the number of voters affected is 
necessarily very large. But the lower incomes must be brought into the tax 
base, or else the income tax must be reduced to a less important source 
of revenue. In the latter alternative, sales taxes, excise taxes, and the like 
become mandatory if the requisite flow of revenue is to be maintained. 

The Federal Income Tax.—The federal income tax law as of 1946 will 
serve to illustrate the technique of income taxation. The basis of the per¬ 
sonal, or individual, tax in that year was the net income of the taxpayer. 
As described above, net taxable income was computed by deducting from 
gross income various items classified as exemptions, deductions, and cred¬ 
its. For example, a bank clerk with a wife and three children, earning an 
income of $2,800, would pay no tax. He would be allowed a $i,ooo credit 



APPLIED ECONOMICS 


578 

for himself and wife, $500 for each child, and up to 15 per cent of his 
total income for contributions, taxes and other legal deductions. 

The rate of tax was a combination of what are called normal taxes and 
surtaxes. The normal tax was a flat rate of 3 per cent on the entire net 
taxable income. The surtax was an additional progressive tax, which 
started at 17 per cent on the first $2,000 of taxable income, and increased 
by gradual steps to a rate of 88 per cent on all income above $200,000 a 
year. It will be noted that these surtax rates applied only within certain 
limits, or “brackets.” Thus, a person with a net income of $300,000 did not 
pay 88 per cent of the whole amount, but only 88 per cent of $100,000, that 
is, the excess above $200,000. After the total tax was so computed, the 
law in 1946 allowed a final deduction of 5 per cent of that total. This 
peculiar provision was enacted at the close of the Second World War to 
satisfy popular demand for tax reduction, by a device that reached all in¬ 
come levels on a proportional, rather than progressive basis. The taxpayer 
owing $25 tax got a reduction of $1.25, while a taxpayer owing $100,000 got 
a reduction of $5,000. 

Under the law as of 1946, corporate net incomes were taxed in a man¬ 
ner very similar to the technic|ue used for personal income taxation. The 
total burden was a combination of normal and surtax rates. This com¬ 
bination amounted to a total tax of from 21 per cent on corporations with 
$5,000 of taxable income up to 38 per cent on corporations with taxable 
income over $50,000. 

The Taxation of Profits.—The earnings of business can be taxed in two 
different ways: (i) as net income after deduction of allowable business 
expenses, or (2) as profits measured as a percentage of yield on the capital 
investment. The burden of the two types of earnings taxation can be quite 
different. For example, assume that two corporations have an identical 
net income of $100,000, but corporation A has a capital investment of 
$1,000,000 while corporation B represents an investment of only $500,000. 
(corporation A is earning to per cent on its investment while corporation 
B is earning twice that rate, or 20 per cent. A net income tax would tax 
both corporations an ecjual amount, but a profits tax on excess earnings 
above 8 per cent would fall much more heavily on B than on A. Some 
tax authorities, therefore, believe that the case for percentage profits taxa¬ 
tion is much better than the case for net business income taxation. A pro¬ 
gressive tax on the yield per dollar invested seems to fit the test of ability 
to pay. The usual form of a profits tax provides for an exemption of a 
stated minimum yield, and then applies the tax rate or rates to the excess 
profits above that minimum. 

The exigencies of war finance forced the enactment of excess profits 
tax laws in both world wars. Under the law of 1943, the amount of excess 
profits subject to tax could be calculated by either of two methcxls, at the 



THE REVENUE SYSTEM OF THE UNITED STATES 579 

option of the taxpayer. The first method computed the excess of current 
profit over 95 per cent of the average profit received in the base period 
of 1936 to 1939. The second method permitted an exemption of 5 to 7 
per cent (depending upon the amount of the capital investment) of cur¬ 
rent profits on invested capital. The residual excess profit, calculated by 
cither method, was subject to a tax of 95 per cent. However, the law pro¬ 
vided that the total burden of the normal tax, surtax, and excess profits 
tax must not exceed 80 per cent of the amount of income subject to sur¬ 
tax rates. A novel feature of the law was a postwar credit of 10 per cent, 
to be returned by the government to the business as a nest egg for indus¬ 
trial reconversion to peace at the close of the war. 

The case for the taxation of excess profits as a measure of war finance 
is quite strong. Private enrichment as a consequence of a national calam¬ 
ity is obnoxious to most persons. Profits taxation reduces the danger of 
profiteering and aids in the control of inflation. The tax is extremely pro¬ 
ductive of revenue, and collection is not difficult while patriotism runs 
high. The chief objection is the tendency to encourage extravagance and 
unnecessary expenditures on the part of business enterprises at the expense 
of the government. For example, an elaborate advertising program, paid 
for with funds that would otherwise be subject to a 95 per cent tax, will 
actually cost an enterprise only 5 cents on the dollar. 

With the return of peace, the merits of profits taxation become more 
dubious. A peacetime tax may recapture monopoly gains, but it will at the 
same time reach the gains of necessary risk-taking and exceptional mana¬ 
gerial efficiency. There are better and more direct methods for making a 
frontal attack upon monopoly power.^^ Also, the tax discriminates against 
a corporation with an irregular income. Regularity of income becomes a 
decided advantage to an enterpriser. Finally, under conditions of normal 
operation, the administrative and enforcement difficulties of profits taxation 
multiply rapidly. Unless accounting methods and expenditures are rigidly 
supervised, evasion of the tax burden becomes general. 

With all these factors considered, most tax economists oppose profits 
taxation in time of peace. Pressure against the levy became very vocal at 
the end of the Second World War, with the result that the excess profits tax 
was repealed, effective January i, 1946. 

The Taxation of Undistributed Corporate Earnings. —Our analysis of 
the general problem of income taxation showed that the reinvestment of 
corporate earnings is a simple device that offers an easy loophole for evasion 
of the personal income tax. Stockholders escape the tax to the extent that 
corporations permit their earnings to accumulate as additions to surplus, 
instead of paying them out as dividends. A number of such additions may 
be made in the course of a lifetime without payment of a tax thereon by 
'“See Chapter III for such a program. 
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a stockholder, and when he dies the gains are placed forever beyond the 
reach of the tax collector, except for the special tax on capital gains, which 
would still be collectable if the securities should later be sold at a profit. 

To plug this loophole, Congress put into effect the Undistributed Profits 
Tax of 193b. In the Revenue Act of that year provision was made for 
two types of taxes on corporation incomes: a graduated normal tax on 
net income, and a graduated surtax on undistributed net income. The 
normal tax placed a levy on the net incomes of corporations, beginning at 
eight per cent on incomes not in excess of $2,000, and rising progressively 
to fifteen per cent on net incomes over $40,000. The undistributed profits 
tax was imposed annually on that part of the corporation’s net income 
(after deducting the normal corporation tax payable) that was not paid 
out, in the year in which it was earned, in dividends which were imme¬ 
diately taxable in the hands of stockholders. The rates were graduated 
from seven per cent, when the amount undistributed was not over ten per 
cent of the adjusted net income, to twenty-seven per cent on undistributed 
net incomes in excess of sixty per cent of the adjusted net income. 

It has been said that “no tax measure in recent years has been more 
generally misunderstood, and few have stirred more widespread and heated 
discussion” that the undistributed profits tax.^^ The proponents of the 
tax had two particular objectives in mind: (i) forcing wealthy stockhold¬ 
ers to pay the surtaxes on income which they had hitherto been avoiding 
by allowing their earnings to remain in the corporation; (2) stimulating 
and, to a degree, regulating the economy. As to the first objective, it was 
generally agreed that the tax would be reasonably successful, but some 
authorities have suggested that other devices might be used to prevent tax 
evasion without the undcsired economic effects of the undistributed profits 
tax. The second objective proved more controversial. Proponents of the 
tax believed that the taxation of undistributed earnings would stimulate 
dividend distributions, and thereby mitigate the dangers of overinvestment; 
additions to corporate surplus would be based on investment needs rather 
than on the desire to evade taxes. Critics retaliated, however, with the 
argument that, if corporations were not allowed to build up reserves in 
good times to be used in bad times, bankruptcies would be more wide¬ 
spread in depression and purchasing power would be maldistributed. 
Furthermore, it was contended that, if young corporations were not al¬ 
lowed to “plow back” their earnings, their growth would be retarded. 
Finally, opponents believed the tax especially burdensome to middle-sized 
corporations that were too large to persuade their stockholders to reinvest 
dividends and too small to market new securities economically. 

There is much to be said on both sides of this controversy, but the 
essential point must not be obscured by adroit reasoning, that, unless 

^'Twentieth Century Fund, Facing the Tax Problem (1937), P- 4^3* 
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evasion of the personal income tax by reinvestment of corporate earnings 
is restricted, the philosophy and objectives of progressive taxation become 
extremely doubtful of realization in practice. A fundamental principle 
of personal income taxation is at stake. This suggests that some taxation 
of undistributed profits is a needed supplement to personal income taxes. 

C. Commodity, Property, Death, Social Security, and Business Taxes 

Commodity Taxation.—The need for new sources of revenue to meet? 
expanding government budgets has led to a search for taxes that would 
reach a larger tax base and thereby make possible a high yield from low 
tax rates. Customs duties, excise taxes, and sales taxes all meet these 
requirements because they are levied against the primary stream of com¬ 
modity production. They are all excellent revenue producers, but they 
are regressive, and therefore they fail to conform to the principle of ability 
to pay. Their burden is distributed in proportion to the taxpayer’s con¬ 
sumption rather than in proportion to his income, and this takes a larger 
share of a poor man’s income than of that of a rich man, because the poor 
spend relatively more and save relatively less than the rich. The resort 
to commodity taxation, especially by state governments, has accelerated 
since 1930. By 1941, it had become the source of over forty per cent of total 
state revenues. If state payroll taxes are ruled out as being insurance pre¬ 
miums rather than true state revenues, then the reliance of states upon 
commodity taxes of various sorts increases to over fifty per cent of total 
revenues. Local governments have been more cautious about following 
this trend, but many municipalities arc giving serious consideration to the 
possibilities of obtaining increased income from the broad base of com¬ 
modity sales. 

Customs Duties.—Duties charged on g(x>ds imported or exported in the 
course of foreign trade have always proved both convenient and produc¬ 
tive sources of public revenue. Many of the more backward and smaller 
nations of the world are forced to de[iend almost entirely on these customs 
duties (as they are called) for revenue. The Constitution of the United 
States forbids the levying of such duties by the states, and it limits the 
federal government to duties on imports. The power so given to Congress 
is the legal basis for our protective tariff system. There are two forms of 
customs duties—revenue duties and protective duties, giving rise to revenue 
tariff systems and protective tariff systems. A revenue duty is one levied 
for the purpose of obtaining income for the government, without any in¬ 
tention of assisting domestic industry in its competition with foreign 
business interests. Such duties operate most successfully when levied on 
a few selected commodities not produced within the nation. Since the duty 
tends to raise prices and thereby curtail demand for the product, revenue 
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tarif? systems operate most successfully when placed on low-priced neces¬ 
sities, the demand for which will continue in spite of the tax placed upon 
them. If the product on which the duty is levied is produced at all within 
the nation, revenue duties will to some extent automatically give protection 
to domestic producers. This can be avoided, however, by the imposition 
of an internal excise tax equal to the duty, thereby equalizing the com¬ 
petitive position of the foreign and domestic producers. This was long the 
practice in England, where the ideal of free trade was until recently the 
accepted public policy. 

As fiscal measures, customs duties are of questionable merit. The flow 
of income secured is very irregular and difficult to correlate with the gov¬ 
ernment’s needs. Also, every change made in the duties charged tends to 
dislocate home industry, since the degree of protection afforded is thereby 
varied. The advantages of customs duties rest in their satisfaction of the 
administrative requirements of a good tax. They are certain in time and 
manner of payment, as well as convenient and relatively cheap of collec¬ 
tion. Since the duty is paid finally by the purchaser of goods in the form 
of higher prices, the burden falls lightly in small amounts, and is usually 
paid without the citizen being conscious of the fact. This last advantage 
looms unfortunately large in the minds of legislators when enacting new 
tax legislation. 

Excise Taxes,—Taxes on commodities or services produced or ex¬ 
changed within a country may be called excise taxes, to distinguish them 
from customs duties, which are levied on commodities at the time of their 
movement into or out of the country. However, the term excise has come 
to be used very loosely in tax legislation and literature, largely for reasons 
of constitutional law. There is a mandate in the federal constitution to 
the effect that all direct federal taxes must be levied in proportion to the 
populations of the several states. This is an awkward limitation which 
can best be avoided by construing as many taxes as possible to be indirect. 
Excise taxes on such commodities as tobacco, liquors, and certain luxuries 
have been classed as indirect by the courts, because they are shifted from 
the producer or seller against whom they are levied to the next stage of 
production or to the final consumer. This has led to a tendency to stretch 
the legal concept of an excise to cover more than commodity taxes. Li¬ 
censes to do business, and even gross income taxes, have been called excises 
in federal and state tax statutes. The confused use of the word is unfor¬ 
tunate because there is need for a term to denote internal taxes on specific 
goods or selected groups of goods. The term excise tax should be reserved 
for this purpose; hence the definition given above. Gasoline taxes, amuse¬ 
ment taxes, transportation and communication taxes all fall within this 
meaning. 

Sometimes the excise tax is collected by the sale of revenue stamps 
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attached to the article. This simplifies collection, for every person who 
handles the taxed object becomes an unofficial government inspector, who 
can tell at a glance (by the presence or absence of the stamps) whether the 
tax has been paid. A second method of collection is to require business 
firms to report their sales periodically. This method tends to encourage 
dishonest reporting, and usually leads to some evasion of the levy. 

The fiscal advantages and disadvantages of excise taxes are almost 
identical with those of customs duties, and the economic efiFects are about 
the same in both cases. The tax is administratively satisfactory, for it is 
cheap, convenient of payment, and yields large revenue. The burden on 
the taxpayer falls in very small amounts spread over numerous purchases. 
The serious weakness is its lack of conformity to the principle of ability 
to pay. The major portion of the tax is passed on to the consumer, and 
is regressive, for the reason explained above. However, if the goods taxed 
are strictly luxury items that are consumed mostly by the rich (which is 
seldom the case), there may be an element of progression in it. The 
burden placed on the industries affected is very heavy at the time the tax 
is first assessed, but in time they readjust themselves to the new conditions, 
and by shifts in prices and incomes in the community, the burden tends 
to be diffused. Just how this will work out depends largely on the elasticity 
of the demand for the commodity taxed, as explained in the preceding 
chapter. To be most effective, excise taxes should be placed on a few 
commodities that are very widely sold, and that have a rather inelastic 
demand, so that sales will not be cut too sharply by a slightly higher price. 
In time of war the list of commodities subject to excise taxation expands 
and the rates rise sharply. Luxuries are subjected to especially high rates. 
The objectives of inflation control and curtailment of the use of scarce 
productive agents in nonessential lines become just as important as the 
revenue obtained. 

The General Sales Tax. —Critics of our present tax system have sug¬ 
gested as an alternative, especially for the income tax, a general tax on 
all sales at a uniform rate. Such a tax would really constitute a universal 
excise tax. The arguments in favor of this tax are: it is simple of operation; 
the burden is slight, because it is paid in small amounts; it is not class 
legislation, but affects all persons; and it would yield a very large revenue. 
The defects of the sales tax, however, far outweigh the advantages. It 
ignores completely the principle of ability to pay, for it is based on the 
taxpayer’s expenditures rather than his wealth or income, and it is there¬ 
fore regressive. The burden of it falls unequally on different industries. 
If the tax is levied on every sale, then a commodity, the manufacture of 
which requires the raw material and semifinished product to pass through 
the hands of many enterprises, would bear a much higher total tax than 
a commodity which, in the course of its production, passes through very 
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few hands. Integrated industries would have a great advantage over non- 
integrated industries. To avoid this difficulty, some writers have suggested 
that the sales tax be levied only once for each commodity, just before it passes 
into the ultimate consumer’s hands. 

The federal government has successfully resisted the pressure for a gen¬ 
eral sales tax, but state governments and a few cities have used the levy 
as a means of reducing the burden on property and at the same time 
avoiding income tax legislation. About half the states have adopted some 
form of the general sales tax. The coverage varies, for certain exemptions 
usually are made. Some states exempt specified groups of commodities, such 
as food products and materials sold to farmers—seed, feed, and fertilizer. 
Many exempt certain listed institutions, such as those of a religious, chari¬ 
table, or educational sort. The most common rate for the tax is 2 per cent. 

In the opinion of the present authors, the regressive feature of the sales 
tax is a serious defect. A state income tax with much lower exemptions 
and credits will reach the mass of taxpayers in a more equitable manner. 
Such a tax should be integrated with the federal income tax, and provide 
for tax sharing by local governmental units. It is along these lines that state 
tax systems should be developed. 

The General Property Tax.—One of the oldest and most widely used 
taxes in the American tax system is the general property tax. The tax is 
levied upon the assessed value of all property within the jurisdiction of the 
state or city. Property is divided into two categories, real estate and personal 
property. Real estate includes land and improvements thereon, especially 
buildings. Personal property includes all forms of intangible property, 
such as stocks, bonds, and mortgages, as well as tangible property, such as 
household furniture and automobiles. The rate of tax is customarily a 
uniform flat or proportionate rate. Very rarely is the tax made progressive. 
The methods of administration differ in different sections of the United 
States. Usually the assessment of the property is in the hands of local 
assessors. If the taxpayer objects to the valuation placed on his property, 
he may appeal to a local board of review; in some states he may carry his 
case still higher to a state board. The valuation made by the local assessor 
serves as a basis for both the state and the local tax. In some states the 
state authorities agree on a flat rate (for example, 5 mills), which is then 
added to the local tax rate in every part of the state. In other states, the 
state authorities decide on the required revenue and apportion the total 
among the various local units, leaving each unit free to determine the 
local rate necessary to raise its share of the state tax burden. 

In origin, the general property tax was an attempt to adjust the tax 
burden on the basis of ability to pay. The property a man owned was 
considered an excellent criterion of his ability to assume the tax burden, 
and this probably was a close approximation to the truth a century ago. 
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Wealth at that time consisted almost entirely of land, buildings, cattle, and 
similar property that could not be hidden from the eyes of the tax collector. 
With the development of industrialization and the accumulating mass of 
intangible forms of private property, the defects of the general property tax 
became more pronounced. As noted above, these intangibles have caused it 
to become a flagrant source of double taxation. 

Defects of the General Property Tax.—While the general property tax is 
the most widely used tax in the United States, it is at the same time the 
most widely condemned. The economist Seligman, a foremost authority 
on taxation, concluded that “The general property tax as*actually admin¬ 
istered is beyond all doubt one of the worst taxes known to the civilized 
world. . . . The general property tax is so flagrantly inequitable that its 
retention can be explained only through ignorance and inertia.”^" 

The most serious defect of the tax is the inability to obtain just assess¬ 
ments of the value of real estate. Since the tax is based on the value of 
property, justice demands accurate assessment, but in practice inecjuality 
of asvsessment is so extensive that it borders on the ridiculous. The assess¬ 
ments are unequal as between individuals in a given locality and as between 
dilTerent sections within the same state. The local assessors are untrained 
men, appointed for political purposes rather than ability, and the combina¬ 
tion of ignorance and favoritism results frequently in assessements of from 
less than 25 per cent to more than 75 per cent of the actual market value 
within the boundaries of the same town. Property of great value is likely 
to be assessed proportionately much lower than property of small value. 
The effect of this is to make the tax regressive; that is, the greater the value 
of the property the lower the actual rate of tax paid. As between sections 
of a given state, injustice results from the use of the same assessment (made 
by the local assessors) as a basis for both the state and the local tax. If the 
state tax is a uniform rate on all property, there is a strong inducement for 
local assessors to assess local property at a very low rate, in order to reduce 
the burden of the state tax. The local governmental unit can make up the 
deficit that would otherwise occur in its own revenue by raising the local 
tax rate in proportion to the reduced assessment. 

A second defect is the impossibility of enforcing ec]uitably a tax on 
personal property. Personal property, especially in the form of stocks, bonds, 
and mortgages, can very easily be hidden, and it is impossible for a tax 
collector to know just what the personal property holdings of a taxpayer 
may be. Reliance must be placed on a personal declaration, and this places 
a premium on dishonesty. The tax is widely evaded through under-valua¬ 
tion of personal property and through failure to report. 

Finally, the general property tax does not today conform to the ability- 

Edwin R. A. Seligman, Essays in Taxation (1915), p. 62. 
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tO'pay principle. The burden of taxation is placed unfairly on persons 
who own property, as contrasted with those who do not. The evasion of 
the tax on personal property also causes the ability-to-pay principle to be 
violated, for it means that the holders of real property pay higher taxes 
than the holders of an equal amount of personal property. Socially, this is 
especially serious, because small property owners usually hold real estate 
for the most part, while large property owners usually have the major 
portion of their holdings in the form of intangible securities. 

Reform of the General Property Tax.—While the defects of the general 
property tax just indicated are quite commonly admitted, government 
officials have been reluctant to give it up. The revenue obtained is steady 
and large and, as we have already observed, a tax on land cannot be shifted. 
Attempts at reform of the general property tax have been largely in the 
direction of the classification of various kinds of property, with tax differ¬ 
entiation for the various classes. The classification movement has made 
rapid progress. Two-thirds of the states have constitutional provisions 
authorizing property classification and rate differentiation. In many of these 
states, intangibles are classified separately and taxed at a lower rate than 
real estate. Many states have sought to improve administration by various 
reforms. Equalization boards have been established to equalize assessments 
between different localities, and in some states these boards have been given 
real power to accomplish their purpose. There is a decided tendency toward 
more and more centralization of state control in the administration of the 
tax. One factor forcing this reform has been the growth of large business 
units. Corporations and railroads owning property all over the state cannot 
be satisfactorily valued piecemeal by each individual local authority. 

If the property tax is to be retained, it should become frankly a real-estate 
tax, and assessment should be placed in the hands of trained assessors oper¬ 
ating under the civil service. The method of assessment should be based on 
a scientific system of land valuation, and the land should be assessed sepa¬ 
rately from the buildings on it. If possible, the administration of assessment 
should be controlled by the state government. Only by such methods can 
justice be approximated. The separation of state and local sources of 
revenue might also be of assistance. The real-estate tax is peculiarly adapted 
to the securing of revenue for the local governmental units; the state can 
obtain its revenue from other sources. Since the income from land is largely 
unearned, the tax on land, as distinguished from taxes on improvements to 
land, should be increased, as suggested in Chapter XXIII. 

Death Taxes.—Taxes levied on the transfer of property at the death of 
the owner may be either of two sorts: (i) taxes on the total estate before 
transfer to the heirs, or (2) taxes on the shares inherited by each of the 
individuals to whom a bequest has been made. The first type of death 
tax is called an estate tax and the second is known as an inheritance tax. 
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Death taxes have won the unanimous support of authorities on public 
finance—a degree of approval exceeding that accorded to any other tax. 
The tax is defended on general social and economic, as well as fiscal 
grounds. One reason why this tax is held to be socially desirable is that 
it checks the tendency towards increasing inequality of wealth, as was 
shown in Chapter XXIIl. The perpetuation of large estates from generation 
to generation is restricted. It also protects children from the misguided 
affection of their parents. Moreover, the state is entitled to a share in every 
man’s fortune, because without the protection to property given by the state, 
and the various other helpful institutions fostered by it, the fortune could 
never have been accumulated. The educational training one secures, the busi¬ 
ness associates with whom one works, the protection of the government un¬ 
der which one lives, the support of closely allied industries, the use of the 
monetary and banking systems, and similar factors, all contribute to the 
accumulation of riches. The fiscal arguments in favor of the death tax 
relate to its merits as a revenue producer. The tax conforms to all the 
principles of a good tax, administratively. It is certain in time and manner 
of payment, convenient of payment, and cheap to collect. It conforms 
splendidly with the ability-to-pay principle, for there is no time in one’s 
life when one is in a better position to pay a heavy tax cheerfully than when 
he receives a pure windfall in the form of an unearned inheritance. Finally, 
as stated above, the tax yields a large revenue. 

In answer to these arguments, the critics of death taxation claim that 
both socially and fiscally the tax is of questionable value. Looking at the 
social aspects, it is asserted that the natural right of private property is in¬ 
fringed by the tax, and that a tendency to dissipate the capital of a nation 
results, because people will tend to be less thrifty and save less if they know 
that their estate is to be taxed heavily on their death. It is said to be faulty 
from a fiscal point of view, in that: (i) the tax is easily evaded by the trans¬ 
fer of property before death; (2) it falls unequally on different accumula¬ 
tions, for it is based on the arbitrary act of transfer, and one estate might 
change hands several times while another estate is transferred but once; 
and (3) the yield is very irregular, while the needs of the government for 
revenue are regular. These arguments against death taxes are very weak. 
We no longer allow the appeal to so-called “natural” rights to interfere 
with the welfare of the state.^^ The tendency to discourage thrift is probably 
greatly exaggerated, for the desire to pass on a large estate to one’s heirs is 
only one of many strong incentives that lead men to amass wealth. Bache¬ 
lors seem to seek riches with as much effort as do married men with de¬ 
pendents! In fact, it may well be that the existence of a death tax may 
induce some people to accumulate more money than they otherwise would, 

^Sce supra, Chapter XXIIl, for a discussion of natural rights as related to the ethics of in¬ 
heritance. 
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since they know that their estate will be reduced somewhat when it 
is transferred to their heirs. The difficulty of evasion can be reduced by 
the placing of a tax on gifts equal in rate to the tax on inheritances. At 
present, the rate of the federal gifts tax is equal to three-quarters of the 
estates tax. Moreover, one may well doubt whether the policy of giving 
away one’s fortune in anticipation of death will ever be generally adopted. 
The average person docs not contemplate death in the immediate future. 
The apparent inequality of treatment growing out of the difference in the 
number of times various estates change hands results from failure to remem¬ 
ber that the tax falls on the person receiving a bequest, not on an inanimate 
entity, an estate. No one person is taxed more often than another. The 
irregularity of the yield would be serious if the inheritance tax were the 
only tax, but since it is simply a part of a large, intricate system, this objec¬ 
tion loses much of its force. 

The Federal Estate Tax.—Since 1916 the federal government has col¬ 
lected a tax on the transfer of decedents’ estates. The levy applies to the 
estate as a whole, after deducting an exemption of $40,000. The rate is 
graduated from 2 per cent to 77 per cent, depending upon the size of the 
estate. As in the case of the income tax, each of the successively higher 
rates applies only to the amount within the individual brackets. A deduc¬ 
tion is allowed for state inheritance taxes paid, up to 80 per cent of the 
federal tax that would have been payable under the 1926 federal tax. The 
effect of this awkward provision is to place pressure on the states to levy 
death taxes at least equal to 80 per cent of the federal schedule prevailing 
in 1926. At the same time, it is a compromise solution to the problem of 
double taxation of bequests. Other allowable deductions include funeral 
and similar expenses, and special bequests for charitable, educational, and 
religious purposes. While, for all practical purposes, the federal estate tax 
is a direct tax on the heirs, the tax has been upheld as constitutional on the 
rather dubious interpretation that it is an indirect tax levied on the estate 
before it is transferred. 

State Death Taxes.—The federal allowance for state death taxes has 
caused the use of this source of revenue to spread to every state but Nevada. 
In form, these laws differ quite widely. A few are estate taxes, similar in 
construction to the federal estate tax, while others are constructed on the 
basis of the individual shares inherited. For direct heirs, the rate of tax 
is usually low, but for collateral relatives, or heirs unrelated to the deceased, 
the rates are customarily higher and steeply progressive. Small bequests 
arc customarily exempted, as are also bequests for charitable, educational, 
or religious purposes. Since the state laws are far from uniform in construc¬ 
tion, and since each tries to secure revenue from as broad a base as possible, 
very serious conflicts of jurisdiction have resulted, causing great confusion 
in the settlement of estates. There is much to be said for the restriction of 
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death taxes to the federal jurisdiction. State revenues from this source 
have not been large, and the extreme irregularity of the yield is especially 
unfortunate in its effects on state financial programs. 

Social Security Taxes. —The broad social security program upon which 
the United States embarked in 1935 has already been described in Chapter 
XL A by-product of the program was the introduction of three new taxes 
into the revenue systems of the federal and state governments. Two of thCvSe 
taxes, a wage tax paid by the employee and a payroll tax paid by the em¬ 
ployer, were designed to finance a national program for old age insurance. 
The third tax, also paid by the employer, was levied to meet the cost of 
unemployment insurance. The wage tax is deducted from employees’ pay, 
and was originally intended to start at one per cent and increase one per 
cent every three years until a maximum of three per cent would be reached. 
The employer’s share of the cost of old age pensions was to be equal to 
that of the employee. Congressional action postponed the planned increases, 
so that the rate on both taxes has remained at one per cent (1947). The 
third tax, assessed to finance unemployment insurance, started at one per 
cent when the plan was initiated and was subsequently increased to the 
present three per cent rate. 

Since these new taxes are all based upon total wages paid out, they are 
popularly known as payroll taxes. The yield has been enormous, and hence 
sufficiently important to cause considerable controversy over the shifting 
and incidence of the levies. The intent of the legislation is quite clear; 
only the direct deduction from wages was to fall upon the workers’ income. 
However, since the labor cost per employee is increased by all three taxes, 
it is reasoned by some theorists that the workers bear the major burden of 
the total costs of the program, because higher labor costs must affect the 
employment of marginal workers. More important are the inevitable effects 
of these taxes upon the whole question of fiscal policy in relation to full 
employment. Collections will be very heavy in good times, while in depres¬ 
sions the unemployment benefits paid out by the government will probably 
exceed the amounts taken in. This stabilizing element must be of very real 
importance. We have already met with this in Chapters XI and XIII, and 
we shall meet with it again in the next chapter, where fiscal policy is more 
fully discussed. 

Special Business Taxes. —The American tax system, especially within 
state boundaries, contains a bewildering array of special taxes directed 
against the operation of specific businesses, or the right to do business, 
which are most conveniently designated as special business taxes. These 
taxes are not of minor importance; almost 12 per cent of all state revenues 
came from them in 1941. In 1942 Alabama had over 130 separate occupa¬ 
tional taxes, ranging from those levied against dealers in coffins to those 



590 


APPLIED ECONOMICS 


assessed against persons engaged in the practice of medicine.^^ Fees for 
granting corporate charters are very general. Special taxes are levied against 
chain stores, public utilities, insurance companies, banks, and various others. 
We cannot cut a path through this wilderness of taxation in this chapter; 
it is a challenge for a tax specialist. The chaos should be cleared up by 
measures of simplification, integration, and cooperation among conflicting 
tax jurisdictions. 

Summary 

In framing a tax program, political and economic considerations are so 
entangled that some compromise with what is theoretically desirable is 
necessary. The chief sources of government revenue in this country are: 
for the federal government—income, profits, excise, death, and social secur¬ 
ity taxes; for state governments—motor fuel and other excise taxes, and 
also payroll and special business taxes; for local governments—the general 
property tax. Multiple taxation and conflicts of jurisdiction among these 
taxing authorities create serious problems, which can be best solved by tax 
sharing and grants-in-aid. 

Our federal government taxes both personal and corporate incomes. The 
personal tax is on net income, calculated by subtracting certain exemptions, 
credits, and deductions from gross income, and taxed progressively by a 
combination of normal and surtax rates. The more important problems 
of income taxation concern the definition of income, the method of taxing 
capital gains, the dubious wisdom of taxing corporate incomes, the burden 
on irregular incomes, and the size of the net tax base. Taxing corporate 
incomes is open to question because it involves double taxation, is not in 
accord with ability to pay, and is a means of evading high rates on personal 
incomes. A tax on undistributed profits might afford a good compromise 
here. Profits taxes are more equitable, and they yield good revenue and 
help curb inflation in wartime; but they are hard to collect in peacetime, 
they do not distinguish monopoly gains from those of efficiency, and they 
discourage venture investments. 

The use of various commodity taxes is growing, except for customs 
duties. Customs duties and excises are easy to collect and convenient in 
manner of payment, but they distort the pattern of industry and are regres¬ 
sive. The increasingly used general sales tax is likewise objectionable be¬ 
cause of its regressive character. The general property tax is considered the 
worst in our revenue system because of inequitable assessments, evasion of 
the tax on intangible personal property, and failure to conform to ability to 
pay. It could be improved by restricting it to real estate, with a scientific 
method of land valuation and assessments by trained experts. Death taxes 
are good because they are based on ability to pay, they help to check large 
Harold Groves, Financing The Government (1945), p. 256. 



THE REVENUE SYSTEM OF THE UNITED STATES 591 

fortunes, and they are easily administered. The federal estates tax is levied 
on decedents’ estates as a whole, while in most states the tax is on inherit¬ 
ances (individual bequests). Social security taxes consist of a wage tax 
and two payroll taxes. The incidence of these taxes is not clear, but probably 
falls mainly on employees. State tax systems contain a wide variety of 
business taxes, which need simplification. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The general texts on public finance listed at the end of Chapter XXIV were 
primary sources for material used in the present chapter. This was especially true 
of Harold Groves’ Financing the Government (1945) and Alfred Cr. Huehler’s 
Public Finance (1936). For factual and statistical material, we have relied heav¬ 
ily upon the National Industrial Conference Hoard's The World's Biggest Busi¬ 
ness, that volume is a mine of iniormation. E. R. A. Seligman’s 

classic Essays in Taxation (1931 edition) remains the foundation of any study of 
tax systems. 

Our evaluation of individual taxes, together with recommendations for reform, 
were considerably influenced by the iollowing: a report on “Model State and 
Local Tax Systems,” in Proceedings of the National Tax Association (1919); Fac¬ 
ing the Tax Problem, by The Twentieth Century Fund (1937); Harold Groves’ 
Production, fobs and Taxes ( 1944)^ and the same author’s Essays in Taxation, to 
be published in 1947 by the University of Cincinnati Press. Any analysis of cur¬ 
rent tax systems must draw upon periodical material dealing with specific taxes 
and tax problems. The most fruitful sources for this material are the publications 
of the National Tax Association, the Tax Policy Institute, and the Committee for 
Economic Development (CED). 



CHAPTER XXVI 


Public Borrowing and Fiscal Policy 


A. Public Borrowing 

The Scope of This Chapter.—In Chapter XXIV wc observed the expand¬ 
ing field of public finance. The extension of the functions of government 
has included not only broader activity in such areas as the regulation of 
business, expansion of public works, and social security, but has now 
reached a place where the government is accepting responsibility for main¬ 
taining economic stability and full employment. This vigorous demand for 
conscious effort directed toward the maintenance of stability in our economy 
has revolutionized the conception of public fiscal policy. Taxation, expendi¬ 
tures, and the national debt have become instruments for positive economic 
control. Alteration of the tax system is recommended in order to provide 
incentives to business; expenditures are specifically designed to support 
activity in certain industries such as housing; and public borrowing and 
spending are advocated as means of increasing tfie circuit flow of money in 
times of threatened business recession. 

The object of the present chapter is to explore the requirements for 
sound fiscal policy. Since the core of the problem is in the manipulation of 
the public debt, we shall first examine the mechanism of public borrowing. 

The Growth of Public Debt.—Practically all the units of government, 
from the federal government down to the smallest township, make use of 
borrowing as a source of public funds. The extent of borrowing by the 
federal government is indicated by the table on the next page. 

The powerful influence of war financing on the public debt is demon¬ 
strated by the increase from 1910 to 1945, the period in which the two world 
wars occurred. The considerable reduction from 1920 to 1930 gives evidence 
of a salutary policy of debt retirement. Refunding operations of outstand¬ 
ing obligations during that period also improved the financial position of 
the federal government by reductions in interest rates and by the rearrange¬ 
ment of maturity dates. The extensive depression financing of the 1930’s 
is evident in the rise in the public debt to its highest peak in history prior 
to the outbreak of the Second World War. 

The tendency towards increasing public indebtedness has not been re¬ 
stricted to the federal government. State government indebtedness in¬ 
creased from $274,746,000 in 1880 to $2,360,958,000 in 1932; the per capita 
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Gross Federal Public Debt for Selected Years ^ 


Total debt 

Year (In thousands^ Per capita debt 

1880 . $ 2,090,909 $ 41.69 

1890 . 1,122,397 17*92 

1900. 1,263,417 16.56 

1910 . 1,146,940 12.69 

1920 . 24,299,321 228.33 

1930 . 16,185,310 131*49 

1940 . 42,967,531 325.63 

1945 . 258,682,187 1,853.01 


state debt increased from $5.48 to $19.07 in the same period. The gross state 
indebtedness increased slowly after 1932, reaching its highest point in 1940 
($3,514,200,000). War years brought a gradual decline in the total. The 
public debt of local governments, especially cities, increased very sharply 
up to T931. For 146 cities with populations over 30,000, the per capita public 
debt increased from $44.71 in 1903 to $159.70 in 1931. In the early years of 
the 1930’s, the local gross debt of cities declined with marked rapidity, and 
remained fairly stable after 1937. 

European nations show a similar trend. From 1914 to 1919 Great Britain 
increased its national debt more than elevenfold. In the same period the 
French national debt increased almost fivefold. By the end of the Second 
World War the debt of Great Britain was more than double the 1919 figure. 

Public debts arc based upon the credit of the governmental units con¬ 
cerned. These units have promised to pay certain sums of money on speci¬ 
fied dates in the future. The obligations are similar to those of private 
individuals or corporations, except that the creditor cannot enforce repay¬ 
ment of the principal in case of failure on the part of the governmental 
body to meet its commitments. A state is a sovereign power which cannot 
be sued without its consent. The only security the creditor receives is the 
taxing power of the state, its good faith, and its desire to maintain a good 
credit rating in case of need for further borrowing. 

The Reasons for Public Borrowing.—The wide variety of purposes that 
give rise to public borrowing may be conveniently grouped into four broad 
classes: (i) temporary financing; (2) the financing of public works; (3) 
emergency financing; and (4) full employment financing. 

Temporary financing refers to the practice of meeting short-time credit 
needs by the issuing of short-term credit instruments. They are employed to 
smooth out irregularities in the flow of, and need for, income. At times, 

^Secretary of the Treasury, Annual Report for 1945, pp. 53i“532. The data arc for fiscal 
years ending June 30. 
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the actual revenue received by a government is not as great as was antici¬ 
pated; or perhaps expenditures are greater than had been expected. In 
either case, short-time loans are authorized to finance the deficit until a 
readjustment of taxes can restore the balance between income and expendi¬ 
ture. Short-time obligations are also used to anticipate income from taxes 
or bonds. Taxes are often paid annually, or semiannually, and receipts from 
bond issues come in practically all at one time (i.e. when the bonds are 
sold). The government needs its revenue, however, in recurring amounts 
spread over a period of time. The use of short-time obligations helps to 
reconcile irregular receipts with the recurrent need for income. The banks, 
and to some extent the general public, buy these short-time obligations 
quite readily, at low rates of interest, since they constitute a very safe in¬ 
vestment for funds which the investor does not wish to tie up permanently, 
but desires to keep in as liquid a form as possible. 

To embark on new public wor\s, governments often find it necessary 
to borrow the funds required. The public works projects are of two general 
types—those that yield money income in the future, and those that do not. 
To acquire ownership of its own public utilities, such as gasworks, water¬ 
works, electric power plants, or streetcar lines, municipalities must borrow 
funds with which to build a plant, or to purchase a plant already in opera¬ 
tion under private enterprise. State governments have aided in the con¬ 
struction of railroads, irrigation projects, and toll bridges; also, in a few 
instances, they have operated banks, warehouses, insurance departments, 
and other enterprises. Ventures of the federal government in this direction 
include the post office, the Panama canal, the Tennessee Valley Authority, 
and the government-owned railroad of Alaska. Public works that do not 
yield a money income include roads, streets, schools, hospitals, charitable 
institutions, and public buildings. Although these contribute real income to 
the community, they do not add directly to the monetary revenues of the 
government. 

Borrowing for public works has a legitimate place in the financial system 
of any governmental unit, provided it is done judiciously. Such works 
necessitate expenditures that are both large in amount and irregular in oc¬ 
currence. The normal receipts from taxes may be insufficient to supply the 
funds required. Where the works yield a monetary income, interest on the 
sums borrowed and repayment of the principal should be paid out of these 
earnings, unless for special reasons it is decided that social welfare is better 
served by running the enterprise at a loss, meeting the deficit out of taxes. 
The latter is a dangerous practice, however, to be resorted to only with 
great caution. Where the project yields no monetary income, the rule is that 
the period of the loan should not exceed the life of the improvement. To 
issue twenty-year bonds to pay for the building of a city street that will 
only last half that time is not sound financing. Also, where possible, a “pay 
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as you go” plan is better. In a large city, the needs for new schoolhouses 
and new streets are fairly regular and predictable each year; the ordinary 
tax system should be so constructed as to take care of these annual improve¬ 
ments out of current revenues. 

Emergency financing refers to unexpected needs for large sums of money 
as a result of some national calamity. The waging of war and the repairing 
of such disasters as floods and earthquakes give rise to immediate needs for 
funds much greater than existing tax systems would yield. Borrowing 
makes the needed funds immediately available, and the indebtedness can 
be repaid out of taxes gradually over a period of time. The problems in¬ 
volved in this type of borrowing are best illustrated by the financing of a 
war, which will be discussed below in greater detail. 

Ftdl employment financing refers to the use of public borrowing as a 
device for increasing the supply of money with the objective of increasing 
(or maintaining) a high level of money incomes and thereby achieving 
economic stability and full employment of men and resources. This is the 
familiar theory of deficit spending—the financing of relief and public works 
by borrowing through the banking system. Public borrowing with this 
intent must be sharply distinguished from the borrowing for public works 
explained above. In the first case it is the need for the public improvement 
that gives rise to the borrowing. In the present case it is the desire to main¬ 
tain the level of money incomes that supplies the primary motivation. It 
is at this point that the heat of controversy over fiscal policy, referred to in 
Chapter XXIV, reaches its highest point. 

The Forms of Public Borrowing. —The forms which government evi¬ 
dences of debt may take are short-term bills, short-term notes, bonds, and 
paper money. Short-term certificates are issued for periods varying from 
one day to five years. The United States federal issues for a year or less are 
known as Treasury bills, while the one to five year issues are called Treasury 
notes. Bonds are issued for much longer periods. It is in this last form that 
most public borrowing takes place. Bonds vary in the length of their period 
to maturity, and in their interest rates, negotiability, and other features. 

The issuance of paper money, while not popularly so considered, is a 
form of public borrowing. The government is paying for goods and services 
secured with printed notes which usually are promises to pay standard 
money some time in the future. When a government prints an issue of 
paper money and uses it to meet its financial obligations, it is in effect forc¬ 
ing the general public to loan goods and services to it without interest. 

The Sources of Public Loan Funds. —Government bonds and other evi¬ 
dences of indebtedness are sold to the general public, and to insurance 
companies, savings banks, and commercial banks. Funds for purchases by 
all but the last group (commercial banks) come primarily from savings 
out of current income. Funds that would have been put into private invest- 
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ments or purchases of consumer goods by the holders, flow instead into the 
hands of the government. The net effect upon total national saving and 
investment depends upon the disposition of the funds by the government; 
new public works may come into being, or payments may be made for 
poor relief, military supplies, or other purposes. 

Purchases of government bonds by commercial banks present a very 
different picture. A bank can buy government bonds and pay for them 
with newly created demand deposits; the bonds add to the assets of the 
bank, and a new demand deposit is credited to the government in the 
liability column. An expansion of the money supply results, for the deposit 
circulates from bank to bank by means of checks and the facilities of clear¬ 
ing houses. We arrive at the important conclusion that the purchase of 
government bonds by the general public or by savings institutions merely 
transfers purchasing power, but purchases by commercial banks create new 
purchasing power and are a source of inflationary pressure on prices. It is 
estimated that as of September, 1945, thirty-two per cent of our national 
debt of 260 billion dollars was held by commercial banks; federal reserve 
banks held another nine per cent; individuals and corporations held thirty- 
four per cent; and government agencies, insurance companies and savings 
banks held the residual twenty-five per cent.^ 

Tax-Exempt Securities.—In order to stimulate the purchase of their certif¬ 
icates of indebtedness, especially bonds, governments frequently adopt the 
practice of issuing such securities partly or completely free from subsequent 
taxation. The issuance of securities exempt from taxation, in whole or in 
part, permits their marketing at lower rates of interest than would otherwise 
be possible, giving the government an advantage over private enterprises in 
the competition for the loanable funds of the community. It also reduces 
the amount of money that must be raised by taxation to meet the annual 
interest charges. Recent issues of the federal government are subject to 
federal income taxation, but all federal issues are exempt from state taxa¬ 
tion and all state and local issues (estimated at about seventeen billion dol¬ 
lars) are exempt from federal taxation. The controversy over the desirability 
of issuing tax exempt securities, therefore, has centered lately around the 
bonds of state and local governments. The Supreme Court of the United 
States has ruled that the federal government has no constitutional right t;o 
tax state and local obligations; the interest paid to the holders of such 
securities is therefore free from the federal income tax. 

The principal criticisms directed against the issuance of tax-exempt 
securities are three in number. Firstly, it is said that the purchase of these 
securities supplies an avenue for evasion of the surtaxes levied under the 
federal income tax. To the citizen with a small net income, there is no 
advantage to be gained from the purchase of a government bond paying a 

* United States News, March i, 1946, pp. 32-33. 
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low rate of interest, and possessing the tax-free feature; but to the rich 
citizen, whose income is large enough to be taxable in part at the high 
progressive rates which now prevail, worthwhile saving results. Secondly, 
some federal officials have asserted that capital is diverted by such securities 
away from productive private enterprises to nonproductive public expendi¬ 
tures. Finally, it is charged that the case with which tax-free securities can 
be issued stimulates extravagance on the part of state and local governments. 
As to the first of these objections, the evasion of income surtaxes by the 
rich, through the purchase of tax-exempt securities, is probably not serious. 
Approximately half the outstanding issues are held, not by rich taxpayers, 
but by such organizations as insurance companies, banks, and surety and 
bonding companies, that are restricted by law to certain types of investments 
which include government bonds. Also, the low rates of interest now being 
paid on its bonds by the government compensates to some extent for some 
possible loss of surtax revenues. The argument that capital is diverted into 
nonproductive channels is fallacious almost to the point of absurdity. Surely 
the building of bridges, roads, and schoolhouses is just as productive as the 
manufacture of perfumes, victrolas, radios, and automobiles! The distinc¬ 
tion between productive and nonproductive activity must be made on a 
very different basis from that of the undesirability of public, as compared 
with private, enterprise. 

However, tax-exempt securities do constitute a weak link in our fiscal 
system. They interfere with the operation of one of the most desirable 
features of the federal income tax—its conformity with the ability-to-pay 
principle. This special privilege should be eliminated, if necessary, by the 
passage of an amendment to the federal Constitution permitting the federal 
government to tax state and local bond issues. Such action would have the 
dual effect of adjusting the tax burden more fairly and supplying a healthy 
check on rash expenditures on the part of local authorities. 

War Finance.—Every war in which the United States has engaged has 
been partly financed on borrowed money. This is also true of the wars 
fought between European nations. Four possibilities are open to a gov¬ 
ernment seeking to finance the conduct of a war. Firstly, much of the 
revenue can be raised through taxation. Secondly a large part of the needed 
funds can be obtained by direct borrowing, through the sale of bonds to the 
general public and to the banks. Thirdly, the government can resort to 
issues of paper money, which is really a kind of indirect borrowing. Finally, 
a combination of two or all three of these can be used. The immediate 
result is the same in any case, for either taxes, loans, or paper money 
issues give the government possession of immediate purchasing power 
with which it can secure economic goods and services required for the 
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waging of the conflict. The effects over longer periods, however, are quite 
different. 

The use of direct borrowing to finance wars has many decided advan¬ 
tages. Most important of these is the speed with which the required revenue 
can be obtained. To construct, put into operation, and collect taxes requires 
many months, if not several years. The sale of bonds gives revenue at 
once. Secondly, the borrowing of money gives the government command 
of idle liquid funds, free for investment, while taxes must often fall on 
functioning productive enterprises. Thirdly, borrowing increases the flow 
of money incomes and thereby aids the economy to reach full employ¬ 
ment rapidly. Fourthly, if bonds are very widely sold, they increase public 
interest in the conduct of the war. This assists in gaining support for the 
administration’s policies, and at the same time brings about an immediate 
curtailment of consumption, for many persons who buy the bonds obtain 
the money to do so by reducing their personal expenditures. Taxes have 
the same effect, of course, but they operate more slowly. Finally, the heavy 
tax burden that it would be necessary to place on the community to finance 
a war completely by taxes would create popular dissatisfaction and would 
have an unfortunate effect on the morale of the people. Persons who 
object bitterly to taxes buy bonds willingly. 

Paper money issues are usually regarded as loans because in most cases 
they take the form of government promises to redeem them eventually in 
some kind of standard money (such as gold). They are indirect and 
involuntary loans, more or less forced on the people, who, in accepting 
them, are really giving up goods to the government. The government 
buys goods with the newly issued notes, then prices rise as a result of the 
increase in the monetary circulation, so that the noteholders cannot buy 
as many goods with their money as they could before. The result is that, 
in effect, they are giving up goods in exchange for government promises. 
With the disappearance of the gold standard in most countries, the paper 
money has less and less the character of a promise to be eventually re¬ 
deemed, and becomes merely a set of counters, or accounting units. In¬ 
deed, the “notes” may not even have a promise of any kind printed upon 
them. In this case, they really constitute a kind of tax. We learned in 
Chapter XIV that the use of paper money in the past has been so much 
abused, leading to drastic inflation and subsequent chaos, that it is frowned 
upon as an undesirable means of war finance, to be used only as a last 
resort. 

Those who favor the use of taxes to finance a war have very strong 
arguments on their side. The use of bonds adds to the cost of war. The 
bonds must be repaid in the end anyway, and meanwhile additional costs 
are incurred. The total interest charged during the life of the loan some¬ 
times amounts to a sum greater than the principal. The administrative 
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cost, both of floating the loan and of collecting taxes later to pay it, adds 
to the expense of financing. The use of bonds and paper money tends to 
raise the general level of prices. This means that the government is con¬ 
stantly being forced to pay higher and higher prices for the products which 
it purchases, making necessary successively greater issues of bonds or paper, 
so that dangerous inflationary pressure is generated within the economy. 
Taxes can be collected more easily under the wave of patriotism during 
the war, while an increase in taxes following the war may cause popular 
resentment. Finally, a tax system constructed gradually during the war is 
more apt to distribute the burden justly than would a tax devised after 
the war. This is because certain economic classes, chiefly business enter¬ 
prisers, gain financially because of war, and these classes can be heavily 
taxed on the ground that they must not profit unduly while others are 
giving their lives for the national safety. 

When the two sides of the case are balanced, it appears that the best 
system of war financing is one that relies mainly on taxation, resorting to 
borrowing only where further taxation would be clearly inexpedient. Tax¬ 
ation should be made use of right at the start of hostilities, and should be 
gradually increased while the war spirit runs high. Some borrowing is 
justified to obtain immediate funds, and to avoid disturbing the economic 
organization of the nation unduly. Also, within limits, public opinion 
must l)e taken into consideration. It is impossible to lay down any more 
definite rules than these. Each emergency has its own peculiar charac¬ 
teristics. 

After full employment is reached, such borrowing as is necessary 
should be noninflationary. Keynes has suggested that a plan of compul¬ 
sory saving might accomplish this end. If the public were compelled to 
buy bonds through the mechanism of payroll deductions, purchasing power 
would be drained of! during the war, and after the war a well thought-out 
system for repayment would cushion the readjustment by increasing the 
funds available for private consumer purchases when recession threatens. 
This plan of deferred spending was partially tried in Great Britain in the 
Second World War. It deserves careful study for possible use in future 
emergencies. 

Shifting War Costs to the Future. —There is a widespread notion in 
time of war that if the funds for financing the conflict are borrowed by 
the government, instead of taken from the people in taxes, the costs will 
thereby be postponed to the future. Now this is true only in a limited 
sense. A major war involves a strenuous effort by the whole people. It 
requires ships, airplanes, tanks, guns, ammunition, food and clothing for 
the army and navy, and a host of other things. The real costs of providing 
these things consist of resources used up and labor performed. These 
costs must be met somehow at the time when the war production is actu- 
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ally going on. I£ the goods can be obtained outside of the country and 
financed by bond issues sold to foreigners, then the costs can indeed be 
postponed until the time for repayment of these loans arise. During both 
the First and the Second World Wars, England and our other allies did 
postpone a considerable part of their costs by that means; they borrowed 
money from us and used the money to buy our goods. In that way, we 
carried a considerable part of their burden. But if the money is borrowed 
within the country that is fighting the war, and the goods are produced 
in that country, the costs are not postponed—they are met then and there 
in the course of current production. All that the borrowing does is to 
impose the money costs on people who buy bonds, instead of on those 
who pay taxes. 

There are some real costs that remain after a war, and these must be 
paid out of postwar income. There is the burden of providing for the 
care and rehabilitation of disabled soldiers, and of maintaining dependent 
women and children whose husbands and fathers have been killed or in¬ 
capacitated by their participation in battle. There is also the fact that much 
capital equipment has been destroyed or worn out during the conflict, with¬ 
out being replaced. Industry may work under a considerable handicap 
for some years before this equipment is restored. These things impose 
on the postwar nation both physical and financial burdens, but these bur¬ 
dens do not arise out of the debt. They are due to the physical destruction 
and depletion which the war leaves in its wake. 

What, then, is the significance of public borrowing when the debt is 
held internally.^ At the time of the war, it enables the government to 
draw on the savings of those who have a surplus of financial resources, 
instead of taxing the people. The incidence of the war costs is thereby 
altered. After the war, as interest on the bonds comes due, it is paid to 
the bondholders out of taxes levied on the taxpayers, whoever they may 
be. To some extent the taxes may come from the bondholders themselves, 
who thus pay out with one hand what they take in with another, but a 
considerable part of the taxes is sure to come from nonbondholders. There 
is then a substantial transfer of income from nonbondholding taxpayers to 
bondholders. The transfer becomes very great when the principal of the 
bonds is repaid. If the war debt is large, there will be at this time gn 
enormous redistribution of wealth. The mass of the taxpayers (in so far 
as they are not bondholders) are made poorer in order that the bondhold¬ 
ers’ claims upon the public treasury can be met. 

Does the Size of the Public Debt Matter? —These considerations lead 
some economists to conclude that the payment of interest and principal 
on an internally held debt is of no great consequence from a national point 
of view. It amounts to no more than the taking of money out of one 
pocket and putting it into another. The total amount of national wealth 
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and income is the same after the transfer as before; it is merely held by 
a different set of persons. From this, some authorities go on to the extreme 
view that there is nothing to fear from a rising public debt; the possibility 
of its expansion is unlimited in the forseeable future and can be viewed 
with perfect complacency. 

Although it is true that the servicing of an internally held public debt 
is a matter of transferring payments from taxpayers to bondholders, it does 
not follow that this is a matter of no consequence. The working out of 
a suitable tax structure to meet interest payments on the bonds, and to 
provide for their eventual repayment, may be a difficult political problem. 
Also, the transferring of payments from taxpayers to bondholders involves 
some nice questions of social justice. If the payments are very large, these 
transfers may affect the pattern of income distribution very seriously; and 
if one class of people is taxed heavily to make these payments to the bond- 
holding class, the burden on the former may be very real, and their re¬ 
actions to it may entail important political consequences. It is not unlikely 
that the bondholders may be a relatively small group of rich people, and 
the taxes may fall most heavily on the masses of the relatively poor. If so, 
the burden on the latter group may be heavy enough to rouse great dis¬ 
content. In an extreme case it can lead to open rebellion. There are po¬ 
tentialities for social revolution in such a situation. For all these reasons, 
expansion of the public debt cannot go on indefinitely, and such expansion 
•is a matter in which caution should be observed. 

It is impossible to say exactly how large a national debt can become 
before it reaches the danger point. Experts differ widely in their opinions 
on this matter. Some hold that a debt twice the amount of the national 
income is well within the limits of safety, and this is a fairly moderate 
position. Considering the various complexities involved, the present au¬ 
thors venture to set forth the following conclusions: 

An increase in the national debt, within reasonable limits, is not per se 
a matter to be feared. 

Every new increase in the debt should be clearly justified; the borrow¬ 
ing function can be dangerously abused. 

A rate of increase in the debt no greater than the rate of growth of 
population and national income is within normal expectations, and an 
increase to an amount no greater than twice the national income is within 
the limits of safety. 

The real impact of the public debt will depend upon how widely its 
ownership is distributed and the wisdom with which the tax system is 
formulated. 

Borrowing by states and local subdivisions is more dangerous, because 
a considerable part of such debts is likely to be held outside the jurisdiction. 
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We shall return to this problem in a later paragraph, when borrowing 
for full employment is under consideration. 

The Discharge of Public Debts. —Once public debts have been incurred, 
the problem of discharging them in the future must be considered. Here 
the alternatives are: to repay the obligation out of current revenues, to 
repay it with newly issued paper money, to repudiate it, or to renew it by 
issuing new securities. If repayment is to be made, funds must be gathered 
prior to the date of maturity to meet the heavy drain that will come at 
that time. One common practice is the use of a sinking fund; that is, a 
fund into which revenue is placed annually in certain designated amounts 
for the purpose of ultimate debt repayment. The use of such sinking 
funds has not been very successful. Public officials, especially in cities, have 
been lax about placing money in the sinking fund and have frequently 
been very unwise, if not dishonest, in the selection of investments while 
the fund is accumulating. A better practice is the issuing of serial bonds. 
Under this plan, if a loan is for a certain period (say ten years), the ma¬ 
turity dates of the bonds are arranged in series, so that each year a certain 
portion (say one-tenth) will fall due. This automatically reduces the obli¬ 
gation without the use of a sinking fund. 

Repudiation of outstanding debts is not unheard of. Several of our 
state governments have taken this reprehensible step. It amounts to con¬ 
fiscation of the bondholders’ property, and the effect on public credit is 
disastrous. 

Repayment out of paper money issues virtually constitutes repudiation, 
in whole or in part, because as the quantity of money is increased, its value 
falls, so that the bondholders get back less purchasing power than they 
loaned. Any governmental policy that encourages monetary inflation makes 
it easier to pay off the debt, because as money becomes more plentiful 
government revenues increase; but repayment under such conditions is 
more or less of a fraud perpetrated on the bondholders. If the debt burden 
is very heavy, it places a great temptation on the government to meet it 
in this way. 

The renewal of a maturing obligation is frequently the easiest plan to 
adopt. New securities can be issued and the proceeds used to meet the 
obligations of, the old. This amounts to perpetuating the debt. In Europe, 
especially in England, it is a common practice for governments to borrow 
funds for an unlimited period of time. This amounts to the sale of an¬ 
nuities; the government agrees to pay in perpetuity a specified sum of 
money each year. Under such conditions no provision for repayment need 
be made. The government can retire each year whatever portion of the 
outstanding annuities its surplus revenue warrants, but it assumes no 
obligation to do so. However, this system has the defect of reducing the 
pressure on public authorities to retire the outstanding debt. There has 
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been a far greater tendency towards reduction of the public debt in the 
United States, where government bonds are not perpetual, than in Europe. 


B. Fiscal Policy 

Fiscal Policy Defined. —In its broadest sense, the fiscal policy of a gov¬ 
ernment includes all matters that have to do with finance; such topics as 
monetary and banking policies, discussed in several chapters of this vol¬ 
ume, may properly be included within the concept. The present section, 
however, will be concerned with fiscal policy in a more restricted sense. 
It deals with the use of public expenditures, taxation, and borrowing to 
promote prosperity, stability, and a high level of national income. 

The Importance of Fiscal Policy. —It was explained in Chapter XXIV 
that all public expenditures, taxation, and borrowing have some effects 
upon the economy, regardless of whether that is the intent of the legis¬ 
lators. Purchasing power is transferred from taxpayers to others. Consum¬ 
ers’ demands and the allocation of the factors of production are altered. 
A sequence of economic effects spreads out in ever-widening circles. Cer¬ 
tain industries and localities expand, while others are retarded. In some 
cases the impact can be traced with reasonable accuracy, but in others the 
paths of shifting, incidence, and general effects are very difficult to follow. 

When we consider how widespread are these influences, it is not sur¬ 
prising that fiscal policy is receiving a great deal of attention in these days 
of large government budgets. Conservative estimates of annual federal 
expenditures in this country for the years ahead place the minimum at 
twenty to thirty billion dollars. If we assume that our total yearly product 
will be somewhere around 125 billion dollars, it follows that one-fifth of 
the entire national income will pass through the hands of the national gov¬ 
ernment. This places a very high responsibility upon the federal officials 
to formulate a wise fiscal policy. 

Fiscal Policy and Full Employment. —In Chapter X there was described 
the new policy adopted by Congress in the Murray Full Employment Act 
of 1946, which made it the responsibility of the federal government to 
maintain full employment in this country. If this policy is to be carried 
out with determination, it will require certain measures of over-all eco¬ 
nomic planning, and a supporting fiscal policy. The government will pre¬ 
sumably have to make sure that the total of money expenditures, both 
public and private, will always be large enough to make the demand for 
goods at cost prices adequate to employ the entire labor force. It is chiefly 
through fiscal policy that the volume of money expenditures can be con¬ 
trolled. The government can decrease or increase the amount of private 
expenditure by raising or lowering taxes, and it can compensate for a 
deficiency in private spending by expenditures of its own, financed by 
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borrowing. The weapons at the disposal of the government are thus two: 
(i) tax increases and decreases, (2) borrowing to make expenditures in 
excess of tax yields. It can (and presumably will) use a combination of 
both devices, as circumstances seem to require. 

Taxation as a Weapon for Economic Control.—The fear that a reces¬ 
sion in production would follow in the wake of the Second World War 
led to almost feverish study of the possibilities for control by the manipu¬ 
lation of taxes. The broad objectives sought by such controls were full 
employment and a stable price level. Less ambitious, but more specific, 
were such objectives as the stimulation of particular industries, retarda¬ 
tion of other industries, and control of the location of industrial facilities. 

The idea of control through taxation is not new. The Civil War tax 
of ten per cent on state bank-note issues was intended to eliminate that 
form of money and force the use of the new national bank notes. Taxes 
on liquors and cigarettes are motivated in part by a desire to restrict the 
consumption of these products. The federal Child Labor Law of 1919 
(subsequently declared unconstitutional by the Supreme Court) attempted 
to prevent the use of child labor by assessing a ten per cent tax on the 
products of corporations violating provisions set forth in the act. The pro¬ 
tective tariff is intended to stimulate the growth of certain industries. 

Interest in control through taxation has been increasing. To stimulate 
the establishment of new industries within their borders, state and local 
governments grant various exemptions from taxes, usually from the gen¬ 
eral property tax. One-fourth of the states have statutes or constitutional 
provisions that grant tax exemptions for homesteads. Professor Hansen has 
suggested that anyone making new investments in housing might be per¬ 
mitted to deduct up to twenty-five per cent of his net income so invested 
when estimating his taxable income. He believes that this would constitute 
an enormous inducement to undertake new housing construction.® Many 
states have enacted special taxes on chain stores to protect the growth of small 
independent retailers. The rate of tax is made progressive as the number of 
stores in a chain increases. Some writers have gone so far as to suggest 
special taxes on idle plant capacity and excessive labor turnover. 

The Relation of Taxation to Business Incentives. —A tax policy that 
stimulates business contributes towards increased prosperity. Many Au¬ 
thorities believed that the American tax system at the end of the Second 
World War had in it elements that were repressive in effect. As a general 
rule, a tax policy is rjepressive in its effect upon business activity if it: 
(i) discriminates against risk or venture investments, and discourages new 
investment generally; (2) reduces consumption and thereby causes a con¬ 
traction in sales; or (3) subjects business enterprisers to frequent changes 

® Alvin H. Hansen, State and Local Finance in the National Economy (1944), p 248. 
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in the form or rate of taxes (because future planning needs an environment 
of stability). We shall consider each of these three cases in turn. 

Venture Capital. —A free capitalistic system must rely upon individual 
initiative to start new enterprises and maintain a dynamic, progressive 
economy. It is the lure of high profits that constitutes the incentive to 
assume the risks of new ventures. The role of venture capital can be very 
seriously impeded by an unfavorable tax system. Progressive income and 
profits taxes satisfy our desire for justice and equity, but if the rates pro¬ 
gress too rapidly and are confiscatory in the top brackets, industrial expan¬ 
sion can be retarded. Investors will compare the low returns obtainable 
from relatively safe investments with the net returns to be obtained from 
the successful assumption of risks after deducting the higher taxes that 
they must pay on the larger returns. An extreme case of this discrimina¬ 
tion against venture capital is seen in a comparison of business income after 
taxes with the yield of tax exempt securities. “A private corporation 
bond yielding four per cent is no better than a tax exempt government 
security yielding two per cent for the man whose income tax reaches 
the fifty per cent bracket, and no better than a one per cent tax-exempt 
security for the man whose income lax reaches the seventy-five per cent 
bracket.” ^ 

Limitations of the right to deduct capital losses discourage new ven¬ 
tures. Under the Revenue Act of 1944, c^^^phal IcKsses could be deducted in 
an amount not to exceed the amount of capital gains. It followed that an 
investor in a successful new enterprise would face heavy taxes of various 
sorts, but if losses resulted he could not deduct such losses from his income 
unless it included capital gains in some other project. A further discrimi¬ 
nation against new enterprises of the venture type is implicit in the double 
taxation of corporate income referred to in Chapter XXV. The corporate 
income tax is paid on all corporate income, and the personal income tax 
must also be paid on that part of the earnings distributed as dividends. 
This supplies an incentive for stockholders to favor the reinvestment of 
earnings within a corporation rather than to receive dividends and invest 
the income in new enterprises. The large investor finds that withdrawal 
of earnings and reinvestment in new ventures necessitates acceptance of a 
large reduction in funds because of the personal income tax; he has a 
strong motive for opposing the distribution of dividends. 

Any reduction in the taxation of business must either result in lower 
prices or increased income to the agents of production; hence, to that ex¬ 
tent it may be considered stimulating to business activity. There is clearly 
some validity in the principle that taxes on business repress business ac¬ 
tivity more than taxes on individuals. 

* Mabel Newcomer, Taxation and Fiscal Policy (1940), p. 67. 
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Consumption Curtailment.—The effect of taxation on consumption, 
and indirectly on sales volume, is difficult to trace. The proximate effect 
of a new retail sales tax will be a reduction in sales varying according to* 
the elasticities of demand. However, since the tax money so collected will 
be spent by the government, the net result upon business activity will de¬ 
pend upon what type of expenditure the government makes. If govern¬ 
ment employees or pensioners received all the new revenue and spent it 
for exactly the same commodities and services that would have been pur¬ 
chased by the taxpayers if no such tax had been collected, then the net 
effect would be close to zero, except that a time lag between the period 
of collection and spending would intervene. At the opposite extreme, if 
the entire revenue were used to reduce the national debt, a sharp reduc¬ 
tion in consumption would be the immediate effect, but the long-run 
consequences would depend upon who held the bonds that are retired, 
and how the holders utilized the money so repaid. All of this reasoning 
holds strictly true only when the price level is stable; the effects would be 
somewhat different during periods of inflation or deflation. 

For other forms of taxation the repercussions on consumption are even 
more difficult to assess. For example, income taxes with low exemptions 
and high initial rates cut consumption more than do income taxes with 
high exemptions, low initial rates, and rapid progression, because the pro¬ 
portion of income that is saved increases as a person’s income increases. 
Clearly, we must exercise great caution in generalizing upon the net effects 
of a specific tax upon the volume of consumer purchases. The only reason¬ 
ably safe conclusion is that, the lower the income level reached by a tax, the 
greater its immediate effect upon the volume of consumer purchases. 

Stability of Policy.—War and peace, prosperity and depression, each 
places its own strain upon the tax system, so that stability of tax policy 
becomes a goal very difficult of achievement. However, if business enter¬ 
prise must face a never-ending succession of important changes in the type, 
provisions, and rates of taxes, uncertainty becomes a significant factor in 
business policy, and there is a deterioration of business morale. The initia¬ 
tion of a new enterprise and the management of its growth require plan¬ 
ning long in advance. Any action that destroys confidence in the economic 
environment in which operations must be conducted can discourage ex¬ 
pectations and reduce expansive activity. This is one reason for the old 
adage, “An old tax is a good tax.” Such a tax is good in the sense that, if it 
has been long established, business has become adjusted to it. 

Taxation and Full Employment.—^Although frequent, ill-considered 
changes in the tax system are thus to be avoided, some writers would not 
construe this as a valid objection to systematic alterations of taxes to offset 
fluctuations in private business activity. They hold that if taxation is to 
be used as a means of compensatory control, then in periods of declining 
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employment taxes should be shifted to kinds that will encourage spending 
or investing, while in periods of full employment (or of growing inflation¬ 
ary pressures) the emphasis should be placed upon taxes that are repressive 
in effect. An increase in progressive tax rates tends to have the first effect, 
by causing taxpayers to turn over to the government (for its spending) 
funds that might otherwise be idle. It might be thought that the increase 
in rates would cause consumers to spend less, thereby depressing business, 
but if the emphasis is on high rates in the upper income levels, this effect 
will be negligible. This is because people consume relatively less as their 
incomes get larger, so that the higher rates would hit only those surplus 
incomes which would be largely unconsumed. The rates should not be 
raised on lower incomes, the bulk of which would be spent in consump¬ 
tion. To check an inflationary expansion, on the other hand, there should 
be an increase in taxes on consumption (sales taxes, excise taxes, customs 
duties), which, by reducing consumer purchases, may be expected to have 
repressive effects upon business. Taxes that add to business costs also tend 
to be repressive because, by increasing marginal costs, they raise market 
supply prices and so reduce effective demands. Taxes on business income 
or profits are less repressive, but they can discourage the introduction of 
new machinery and the building of new facilities. 

However, broad generalizations of this sort lead one down a very treach¬ 
erous path, because the forces set in motion are so complex that the net 
effects of tax changes cannot be certainly known. While increases in pro¬ 
gressive taxes will absorb idle funds, it is also true, as noted above, that 
high tax rates may discourage new investment and, in the end, retard 
industrial growth. Reduction of the tax burdens on business tends to en¬ 
courage new investment. The effects of a general tax reduction will depend 
upon how the taxpayers will use the new funds so released to them. We 
have already observed that the manner in which new government revenue 
is spent is also of major importance. Increased expenditures for relief 
or pensions would directly stimulate consumer expenditures, but the use 
of funds for a new TVA project would operate more slowly. In any case, 
some retardation of the effects would result from the time lag between 
the collection of taxes and their distribution by public expenditure. 

When all these and similar difficulties are considered, along with the 
political impediments and pressures to which all tax legislation is sub¬ 
jected, the outlook for significant results in achieving full employment by 
manipulation of the tax system is not very good. This pessimistic conclu¬ 
sion should not preclude a careful study of the relation between taxation 
and industrial activity, for it is obvious that different tax combinations will 
give very different results. Wise tax planning could perhaps make some 
contribution towards a solution of the problem of maintaining full em¬ 
ployment, but its possibilities arc rather limited. 
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Compensatory Public Finance to Maintain Full Employment. —Earlier 
in this chapter we observed that the effect of public borrowing upon the 
level of prices depends upon whether the loans are made by a transfer of 
already existent funds or by the creation of new purchasing power. Trans¬ 
fer of idle bank balances or cash hoards will have an inflationary effect 
because the velocity of circulation of money is thereby increased, but usu¬ 
ally transfer of purchasing power is made from current money income 
(not from hoards), so that no net addition to total purchasing power is 
involved. New purchasing power can be created either by the printing 
of paper money or by the expansion of bank deposits (checking accounts). 
Such creation of new purchasing power to finance government expendi¬ 
tures in excess of current tax revenues is called deficit spending. 

Proponents of deficit spending argue that if this policy is followed at a 
time when labor and industrial facilities are unemployed, the idle resources 
will be drawn into production by the rise in total money incomes. If the 
policy is properly controlled, they say, full employment will be established. 
Inflation will result only if the policy is unwisely carried over into a period 
of full employment, when the increased flow of money income will create 
an upward pressure upon prices. It follows that when inflationary pres¬ 
sure develops, public expenditures should be exceeded by current tax rev¬ 
enues—that is, a process of debt retirement should be placed in operation. 
Acceptance of this philosophy would require that monetary controls and 
the control of public finance be fused; both would presumably be placed 
in the hands of a single authority. Public finance would no longer be 
identified solely with the restricting of public expenditures, taxation, and 
borrowing to the minimum necessary for efficient operation of the govern¬ 
ment. The primary purpose of taxation would be to reduce the spendable 
money in the hands of the people. The primary purpose of public borrow¬ 
ing would be to increase it. The traditional advocacy of a balanced budget 
would be abandoned. The integration of monetary and fiscal policy would 
be complete. 

Much of the reasoning in support of deficit spending is based on the 
relation between saving, investment, and the flow of money income. Money 
income in any given period equals consumptive expenditures plus invest¬ 
ment expenditures. Savings, if and when invested, add to the flow of money 
income. However, saving and investment are not always linked together. 
Investment does not necessarily follow from money savings, for savings 
may be hoarded. Conversely, it is passible for investment to take place 
without having been preceded by money savings if money is newly created 
for that purpose. Now if money savings are not invested, the flow of 
money income is reduced, and total spending will be insufficient to main¬ 
tain prices at prevailing levels. Deflation must result. Statistical research 
indicates that consumptive and investment expenditures tend to rise and 
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fall together during the course of a business cycle, but that they do not 
necessarily move at the same time or to the same degree. In the upswing 
of the cycle, investment expenditures increase prior to, and faster than, con¬ 
sumptive expenditures. In the downswing of the cycle the reverse tends 
to be true. The possibility of compensatory operations by government is 
thus made evident. When private spending falls off, let the government 
fill the gap by increasing its own expenditures, obtaining the funds for 
this purpose by deliberate monetary inflation. Reverse the policy, by de¬ 
flating the currency, when private spending exerts inflationary pressure. 
Economic stability and' full employment can thus be achieved. 

Public relief, pension, and public works programs fit neatly into this 
fiscal policy, and its proponents have been very careful to give considerable 
study to these questions. Decline in private investment can be offset by 
building new schools, roads, public housing, and by other improvements. 
Decline in consumer purchases can be offset by increases in relief pay¬ 
ments, veterans bonuses, and pensions. On the crest of the business cycle, 
all such government outlays would be reduced to the minimum that is 
consistent with the public welfare. Unfortunately, governments hitherto, 
(especially state and local governments) instead of timing their expenditures 
in accordance with this compensatory principle, have been inclined to start 
extensive public works at just the wrong time, concentrating them in pe¬ 
riods of prosperity, because previously established taxes then yield the most 
revenue. The result is that in periods of prosperity governments com¬ 
pete with private business for the available resources, thereby adding to 
the inflationary pressure, when they ought to be doing just the opposite. 
Prosperity is a time when taxes should be raised, and used to reduce the 
public debt. The higher taxes will reduce inflationary spending, and the 
paying off of that part of the bonds that is held by the banks will deflate 
the volume of outstanding bank deposits. 

The widespread fear of the rapidly mounting public debt that deficit 
spending tends to cause is discounted by the advocates of the compensa¬ 
tory policy as the unhappy by-product of orthodox economic thinking. If 
care is exercised in applying the compensatory principle, they maintain, 
the amount of public borrowing required for full employment will not be 
too great. Heavy reliance is placed on the so-called multiplier principle. 
As an example of this principle, money newly injected into the economy by 
public payments of wages will be spent by the workers for groceries, and by 
the grocers for clothing. By thus passing through several transactions 
in a given income period, a little new money can be made to do a good 
deal of work. If we assume a multiplier of three, every new dollar will 
generate three dollars of additional money income because of secondary 
and tertiary ‘ spending. Deficit spenders believe that it is failure to act 
boldly and fast that causes the economy to drift to such a low volume 
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of industrial activity that staggering debt creation becomes inevitable. 
If we act vigorously, at once, when depression first begins, it will take 
only a little deficit spending to turn the trick. However, even if this rea¬ 
soning is faulty, the deficit spender is still unconcerned, for he accepts in 
an extreme form the theory that an internal government debt is burdenless. 

An Appraisal of Compensatory Finance.—There is no denying that eco¬ 
nomic instability is a serious fault of the contemporary world, and that the 
widespread fear of mass unemployment is well-founded. The suggested 
program of deficit spending is appealing because it appears to offer a sim¬ 
ple way of escape from these evils. Yet there are difficulties about it which 
limit its possibilities. It is too simple a remedy to effect a cure of so com¬ 
plex a disease. Our analysis of economic fluctuations and unemployment 
in earlier chapters showed that the causes lie in various defects of the 
economic process—in the institutions of money and banking, in distortions 
of the structure of industry, in price and wage rigidities, in the lack of 
centralized economic planning, perhaps in inequalities of income, and cer¬ 
tainly in recurrent wars. Deficit spending cannot cure these underlying 
weaknesses. At best it can only deal with the symptoms by compensating 
them, somewhat like a counterirritant in medicine; and it involves a risk 
of its own making—the risk of a perpetually unbalanced budget, with an 
ever-rising public debt. 

There are also operational difficulties in the program. Can experts fore¬ 
cast a year in advance what the magnitude of unemployment will be, and 
how much deficit spending or tax manipulation will be required to secure 
the necessary compensation? Just what is the correct multiplier to accept 
when estimating the effect of a given increase in expenditure; and is the 
multiplier a constant throughout the business cycle? Incorrect timing of 
action, or misjudgment of the amount of corrective action necessary, might 
be worse than no policy at all. Changes in the velocity of money must 
be considered. If velocity slows down as fast as new money is pumped 
into the economy, it may take years before the price level will respond and 
business activity be stimulated. The reverse might be true in prosperity; 
once the expectation of rising prices is rooted in the public mind, the drain¬ 
ing off of purchasing power by governmental activity may be negated by 
increasing velocity of circulation. 

Compensatory financing places a heavy strain upon political sagacky. 
Public borrowing is readily accepted in times of depression, but it is hard 
to induce taxpayers to approve a policy of higher taxes and rapid debt 
reduction in prosperity. When revenue is pouring into the public till and 
optimism is widespread, a policy of lower taxes is popular with the voter, 
and repressive action faces bitter opposition. The synchronizing of public 
works with the business cycle involves similar difficulties. Public improve¬ 
ments are popular when the Treasury shows a surplus and the investment 
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market easily absorbs new government bonds. State and local public im¬ 
provements come to a sudden halt when depression brings falling revenue; 
the worried voters will not approve new taxes or bond issues to build high 
schools and the like. Even if the public in general is convinced of the 
desirability of the policy, every suggested change in taxation or borrowing 
brings out strong pressure for favored treatment by economic groups and 
political jurisdictions. Public housing raises the ire of private builders, loan 
associations, and the like; while each state and town fights for its share of the 
benefits to be obtained. These things make a constructive national program 
very difficult. 

These political obstacles cannot be lightly brushed aside as “irrational,” 
or as evidence of “immaturity” in public thinking. The motives to human 
behavior are not restricted to those of an economic kind; religious, moral, 
and political urges are equally important. A man may prefer the evils of 
the business cycle to his conception of a planned economy. A way of life 
may be more important to him than economic prosperity. Deeply seated 
biases must be recognized if public policy is to be successful. 

These objections do not mean that the idea of compensatory fiscal policy 
is utterly without merit. They mean only that we should not expect too 
much from it. If we do not regard it as a cure for economic instability, we 
can at least include it as a part of the broader program suggested in the 
chapters dealing with unemployment and economic fluctuations. After all, 
it is true that budget policy may exert an important influence upon the 
monetary circulation; it can therefore be used in conjunction with other 
monetary controls to stabilize the money flow. It is also true that changes 
in the tax structure exert expansionary or deflationary influences on the 
economic process, regardless of whether they are intended to do sSo; there¬ 
fore we may as well make use of this weapon as part of a broader program 
for dealing with instability. Having in mind, then, both the possibilities 
and the limitations of fiscal manipulation, the following concrete sugges¬ 
tions may be offered: 

(1) The public must cease to look upon a balanced government budget 
as a fetish. If, over long periods, the budget is sufficiently close to a balance 
to prevent the public debt from rising faster than the national income, it may 
appropriately be unbalanced temporarily to combat depression. By deficit 
spending when expansion is needed and debt retirement when repressive 
action is called for, a contribution can be made to economic stability without 
incurring a long-run deficit. But freedom to incur debt when needed should 
never be permitted to degenerate into license. The idea that the debt can be 
indefinitely expanded without danger must be repudiated. 

(2) Public expenditures should be designed so as to conform more closely 
to the demands of compensatory finance. This calls for wise long-range 
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planning of public works, social security taxes and benefits, and veterans 
pensions. 

(3) All revisions of the tax system or changes in rate schedules should 
harmonize legitimate needs for revenue with the then present need for 
economic expansion or repression. Considerable research must be done be¬ 
fore the potentialities of taxation as a device for economic control can be 
adequately utilized. 

(4) A closer integration of federal, state, and local financing is necessary 
for the formulation of an over-all national fiscal policy. 

(5) These measures should not be relied upon exclusively. The problems 
of economic stability and full employment require an approach far more 
comprehensive than the restricted area of fiscal policy. 


Summary 

Along with the trend for government to assume responsibility for main¬ 
taining economic stability and full employment, there goes a tendency to 
use public finance, and especially the national debt, as a means for control¬ 
ling the general level of activity in the economy. Government debts as a 
whole (especially the debt of our federal government) are rising mark¬ 
edly. These debts arise out of borrowing for: (i) temporary financing to 
meet short-term requirements; (2) public works, such as schools and roads; 
(3) emergency financing, as in time of war; and (4) financing full employ¬ 
ment to achieve economic stability. Indebtedness may take the form of 
short-term bills, short-term notes, bonds, or paper money. These are sold 
or issued to the general public, insurance companies, savings banks, and 
commercial banks. Purchases by the first three groups merely transfer to 
the government purchasing power already in existence, and are not in¬ 
flationary; but commercial bank purchases are usually financed by the crea¬ 
tion of new demand deposits, which tend to inflate the money supply. The 
issuance of paper money is in effect a forced loan from (or a tax on) the 
public, and is usually inflationary. 

The issuance of tax-exempt government securities permits financing at 
lower interest rates, but it offends the principle of equity and stimulates 
public extravagance. Wars are usually financed largely by borrowed funds, 
but it is wise to finance them by taxes as far as possible. For such borrow¬ 
ing as cannot be avoided, the compulsory saving plan is preferable because 
(unlike the sale of bonds to the banks) it is noninflationary, and the later 
repayment of these savings helps to stave off a postwar depression. Bor¬ 
rowing does not postpone the physical burden of a war to the future, but 
it alters the incidence of this burden, and later it causes large transfers of 
income from taxpayers to bondholders. Since this is merely a redistribu¬ 
tion of the national income, and not a subtraction from it, some economists 
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hold that the size of an internally held national debt does not matter. This 
overlooks the difficulties involved in taking money away from taxpayers 
to pay bondholders. Probably it is not wise to let the debt go much beyond 
twice the amount of the national income. Public debts can be discharged 
by repayment, repudiation, renewal, or a combination of two or all three 
of these methods. Some European government debts have no maturity 
date—their bonds are perpetual; but in this country the policy has been to 
reduce the debt from time to time. 

All public expenditures, taxation, and borrowing have some effect upon 
the economy at large; therefore it is possible to accomplish a considerable 
amount of economic control by a planned fiscal policy. Through changes 
in the kind of taxes, fiscal measures can stimulate or depress business, and 
by borrowing and spending, or by debt repayment, they can to some extent 
compensate for fluctuations in private consumption and investment. Bor> 
rowing for public expenditures (deficit spending) is being advocated espe¬ 
cially as a device for maintaining the circuit flow of money so as to pro¬ 
mote full employment. When full employment is once in effect, taxes 
should be raised and the debt reduced. While a compensatory policy of 
public finance may be a useful adjunct to other measures for dealing with 
economic fluctuations, it does not reach the underlying causes. It also re¬ 
quires accurate knowledge of future trends and of the precise amount 
of financial manipulation needed to get a given effect. Finally, it demands 
a great deal of political wisdom. For these reasons it should be used with 
caution. 
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Economic Liberalism 


A. The Theory and Program of PLconomic Liberalism 

Comprehensive Programs Contrasted with Particular Measures of Re¬ 
form. —Heretofore, in considering the problems which confront the indus¬ 
trial world, we have proceeded on the assumption that each problem could 
be met by particular measures designed to correct it, without changing the 
basic structure of the economic order itself. We have taken the broad out¬ 
lines of the existing order, such as the institutions of private property, the 
price system, and individual freedom of enterprise, pretty much for 
granted. A program for the improvement of society, however, must not 
ignore the fundamental institutions and the broad j>lan of organization 
which underlies our economic system as a whole. It must be based upon 
some general principle or principles which are held to be most suitable as 
the foundation upon which to erect a social structure. 

Several comprehensive plans of social organization have been proposed 
for such a foundation. These are liberalism, anarchism, socialism, commU' 
nism, and fascism. Each presents a different scheme of social organization. 
Liberalism is predicated upon a maximum degree of personal liberty. 
Hence it is also called individualism. Anarchism is an extreme form of 
individualism which would do away with the state. Socialism includes a 
number of plans which differ considerably in details, but which agree in 
upholding the collective ownership and control of industry. Communism 
goes beyond socialism, in that it would collectivize consumption, in addi¬ 
tion to production. Fascism involves rigid control of economic activity by the 
state under very strictly regulated private ownership. 

The program of the anarchists is so visionary and violent that it is not 
taken seriously by most careful thinkers. We shall therefore discuss it 
only incidentally. Liberalism, socialism, communism, and fascism are the 
chief contending systems. Each has been so vigorously advocated that all 
have received a great deal of serious consideration. We shall analyze the 
four with some care in this chapter and the two which follow. Then, in a 
concluding chapter, we shall consider the possibility of general economic 
planning within the broad framework of capitalistic society. 

Natural Rights and the Social Contact —The earliest strong states or 
national organizations were autocratically governed. Power was in the 
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hands of militaristic monarchs or the nobility, while the masses of the peo¬ 
ple were held in subjection under conditions of slavery or serfdom. They 
were oppressed and exploited by the ruling classes, and although certain 
rights had in some cases been established by custom, they were usually 
rather insecure. Not infrequently, both the person and the property of an 
individual were subject to the whim of the authorities. I’axation was arbi¬ 
trary and excessive. One could be thrown into prison on the slightest 
pretext. The condition of the common people was generally deplorable. 

In its early aspects, liberalism was a reaction from this condition. As 
a philosophy it was developed by such thinkers as Locke and Rousseau, 
who denounced the oppression of the masses and defended the freedom 
of the individual. These writers argued that, prior to tlie development of 
a strong social organization, men had lived in a state of nature in which 
each one was free to do as he chose. In such a state he enjoyed certain 
rights, such as liberty and property. Having such an origin, these rights 
should be regarded as natural and just. The state of nature, however, was 
unsatisfactory because, in the absence of any superior authority or collective 
organization, each individual could defend his rights only by might, and 
his enjoyment of them could be interfered with by the aggression of an¬ 
other. The state of nature was chaotic and intolerable, and therefore men 
were supposed voluntarily to have entered into a social contract with each 
other, or with their sovereign, by which a state was organized. The con¬ 
tract was a tacit understanding rather than a formal agreement, but it was 
held to be nonetheless real. Men surrendered to the state such of their 
liberty as interfered with the equal liberty of others. The state then became 
charged with the duty of protecting each citizen in the enjoyment of his 
natural rights so long as they did not interfere with the equal enjoyment 
of others. Natural rights were relinquished in favor of civil rights main¬ 
tained by the state, but the citizen did not give up any more of his natural 
liberty than was necessary to the maintenance of order and the protection 
of each from the aggression of others. In this way the social-contract 
theorists were able to argue that state encroachment on individual liberty 
was not justified, and that the fundamental rights of life, liberty, and prop¬ 
erty should not be infringed. 

While this theory was of service in combating the oppressions of autoc¬ 
racy, and helpful in establishing democratic government, it was based on 
inadequate reasoning. There is no evidence that there ever was such a 
state of nature as the one pictured by these philosophers, nor that men 
had in the beginning any rights at all. There is no law of nature which 
decrees what rights human beings possess, nor is it conceivable that there 
are any rights which cannot be infringed if the interests of society demand 
it. We have already seen the truth of this criticism in our discussion of 
inheritance. The only sound standard for social policy is one that is based 
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on reason. An appeal to vague, allegedly ‘‘natural” principles is not con¬ 
vincing. Because of this, later philosophers gave up the doctrine of natural 
rights, but in doing so they did not give up the belief ^n personal liberty 
which had been defended by the social-contract theorists. Instead, they 
sought to find a new justification for it by proving it to be in the interests 
of the social welfare. 

The Greatest Happiness Principle.—Jeremy Bentham, an English moral 
philosopher of the later eighteenth and early nineteenth centuries, found 
such a justification in the principle of “the greatest good to the greatest 
number.” He held that social policy to be best which would bring the 
greatest happiness to the largest number of persons. All individual rights 
were to be exercised subject to this principle. Society might restrict the 
rights of some of its members, if by so doing it could contribute to the 
happiness of a greater number. Happiness, he said, consists positively in 
the presence of pleasure, and negatively in the absence of pain. Any act is 
good which increases pleasure or decreases pain, and the relative merits 
of any policy may be weighed quantitatively by comparing the relative 
amounts of pleasure and pain they entail.' One person’s pleasure he consid¬ 
ered just as important as another’s; no one was to be preferred. Hence he 
placed the emphasis upon equality and individualism. He then proceeded 
to defend the view that the greatest happiness of the greatest number can 
be promoted by permitting individual liberty. This argument was based 
very largely upon economic grounds; and it was further developed by the 
classical economists into a body of doctrines which constitute the essence 
of economic liberalism to this day. We must consider this reasoning in 
some detail. 

Economic Liberalism.—The liberalism of Locke, Rousseau, Bentham, 
and their school was a broad philosophy applicable to all phases of social 
life. In its political aspect it was the basis of democracy, and it succeeded 
in overthrowing the autocratic governments then prevailing and setting 
up democratic governments in their place. The French Revolution and the 
American Revolution were both manifestations of its working. The Ameri¬ 
can system of government, and especially the Bill of Rights contained in 
the amendments to our Constitution, are largely based upon its principles. 

While economic liberalism developed out of this general philosophy, 
it was more specifically a revolt against the mercantilistic economic beliefs 
of the eighteenth century. Mercantilism upheld the principle that national 
wealth could best be promoted by state regulation of industry, and espe¬ 
cially of international trade. It placed an exaggerated emphasis on money, 
and it advocated protective tariffs designed to establish a favorable balance 
of trade, together with detailed restrictions on every aspect of industrial 
life. Adam Smith, the founder of political economy, was greatly influenced 
by Bentham’s philosophy. By applying his reasoning to these restrictive 
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measures, he was able to advocate a policy of governmental noninterference 
in industry which would permit freedom of enterprise and allow each in¬ 
dividual to follow his own self-interest in economic affairs. This emphasis 
on individual liberty in industry was further supported by Smith’s succes¬ 
sors, leading to the general philosophy of economic liberalism. Since this 
philosophy emphasizes freedom of enterprise, competition, and the private 
ownership of property as the cornerstones on which the structure of eco¬ 
nomic life should be erected, economic liberalism may be defined as that 
system of economic organization in which free enterprise, competition, and 
private property prevaiL 

Emphasis must be placed upon this definition because in recent years 
there has been some tendency to employ the word liberalism in a sense 
somewhat different from its original meaning. At the time when liberal 
doctrines were first pronounced, they represented a protest against the 
existing order; for the existing order then, as we have learned, was one in 
which very little liberty prevailed. Hence liberals were dissenters. This 
caused the term liberalism to be associated with any views in conflict with 
the status quo in society, and it is often used in this way today. We have a 
“liberal” movement in art which seeks to replace conventional forms by 
various abstract compositions and inscrutable designs. In religion the mod¬ 
ernists, who combat the established fundamentalist doctrines, are also known 
as “liberals.” By a strange inversion of terms the word has even come to 
be applied to reformers who seek increasing government regulation in 
industry to correct industrial evils—a use of the word which is the very 
antithesis of its original meaning. Historically and etymologically, how¬ 
ever, liberalism implies the principle of liberty or individual freedom. It 
is in this sense that we shall use the term. 

Let us now see what is the reasoning by which the principle of eco¬ 
nomic liberalism is defended. 

Self-Interest.—Liberalists lay great stress upon the part played by self- 
interest in governing the behavior of men. If an individual is free to do 
as he pleases, he will choose that course of action which promotes his in¬ 
terests best. In economic affairs this means that he will seek to do that 
which will bring the greatest income with the least expenditure. This is 
simply the Benthamite principle of pleasure and pain in an economic form, 
income being the equivalent of pleasure, and outgo the equivalent of pain.* 
This implies the existence of a carefully calculating “economic man”—that 
mythical creature who has played so prominent a part in the classical sys¬ 
tem of economic doctrines. Liberalism does not necessarily imply that 
everyone calculates his pleasures and pains to a nicety, however. It merely 
asserts that each person knows his own interests better than anyone else, 
and that he is more likely to look after them. At first thought, this empha¬ 
sis upon self-interest may appear to put a premium on selfishness, which 
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may be expected to lead to antisocial conduct. Liberalists believe, however, 
that the welfare of all will be best promoted if each looks after his own 
interests, and they seek to show, by a line of reasoning presently to be set 
forth, that there is no essential conflict between the interests of the individ¬ 
ual and those of his fellows. 

Competition.—Liberalism places great reliance upon competition as the 
stimulus to efficiency and the protection of each individual against ex¬ 
ploitation by others. Where there is free enterprise and freedom of con¬ 
tract, each one will seek to enter into the arrangements which are most 
profitable for him. This leads to competition among individuals to secure 
the best advantages. There will be competition among consumers seeking 
to buy, and among producers seeking to sell. The influence of the first is 
to raise prices, and of the second to lower them. The resulting equilibrium 
price system is one that is fair to both producers and consumers. In fact, 
the whole price system of modern society is regarded by the liberalists as a 
demonstration of the effectiveness of their principles. They reason, as we did 
in Chapter XIX, that this system makes for economy. Competition sets 
high prices upon those goods which are most in demand, and low prices upon 
those which are least in demand. Production is thereby directed into the 
most important channels.^ This economy permeates the whole industrial 
process, leading enterprisers to enter those industries which offer the great¬ 
est prospect of profits, inducing capitalists to invest their savings where 
the demand for them is greatest, and guiding land and labor to their most 
productive uses. 

We may think of competition as a cruel and unethical struggle, but 
the liberalist looks at it as an effective process for the promotion of econ¬ 
omy and efficiency. We cannot escape from it in any case, for competition 
is an inevitable result of scarcity. So long as the means of production are 
scarce, all wants cannot be satisfied, and the desire of each individual to 
gratify his own desires to the utmost brings him into inevitable conflict 
with his fellows. Professor T. N. Carver, a staunch liberalist of the early 
twentieth century, said that the question is not whether we shall have 
competition or no competition, but what kind of competition. If we have 
collectivism (which he regarded as the alternative to liberalism), competition 
will be political, for economic questions will be decided by a democratically 
governed state instead of by prices. The state authorities must follow the 
vote of the people, but prices follow consumers’ price offers. People spend 
their incomes more wisely than they vote, he believed. Therefore, prices 

^ If we observe that production is for those who can pay the most, rather than for those who 
have the greatest needs, the liberalist replies that the wants of the former arc most important, or 
their incomes would not be larger; for distribution is in accordance with productivity. This 
argument, however, is untenable in view of our reasoning concerning inequality. It is especially 
vitiated by the presence of unearned incomes. Hence our criticism of liberalism on this point 
below. 
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are likely to prove superior to ballots as a guide for production. He also 
contended that competitive industry is more democratic than any govern¬ 
ment. It gives a more open road to talent, for the businessman with vision 
needs only to command a small following of intelligent buyers to succeed 
with his project, whereas the political leader must convince the unintelli¬ 
gent majority. It is also more sensitive to popular will, because the con¬ 
sumer can spend as he chooses and can withhold his patronage from a 
businessman if he does not like his wares; but he must accept the services 
of government and pay taxes for their support, whether he likes them or 
not. Finally, Carver alleged that economic competition is not as wasteful 
as political, for the terrific cost of campaigning is more excessive than the 
failures and inefficiency of private business. 

Liberalists further claim that competition leads to a process of natural 
selection, by which each individual will find his level in that position which 
he is best able to fill. Those who are capable of leadership and executive 
organization will become successful enterprisers, where they will be in the 
best position to exercise these qualities. The inefficient businessmen will 
be weeded out by the simple process of failure. Those who are best fitted 
for employment under the direction of somebody else will naturally become 
wage-earners. Employers will compete with each other to secure the most 
efficient workers, so ihat each laborer will find that place in industry where 
he can contribute service of the greatest value. The relative wages paid in 
different employments will induce each to do the highest type of work of 
which he is capable. 

The Defense of Income Division in a Competitive Economy.—Accord¬ 
ing to liberalism, the system of income sharing (distribution) which results 
from the competitive pricing process is a just one. It pays each according 
to his productive importance or worth. This is interpreted to mean that 
each is rewarded in proportion to the social service he renders. This is 
alleged to be the best principle of sharing the social income, because it is 
the most economical. We learned something of the economy of this process 
in Chapters XXI and XXII. According to the analysis there presented, 
those agents of production are paid most which are most scarce in propor¬ 
tion to the demand for them. This setting of high prices upon those agents 
which are most scarce we found to have three important effects: (i) It 
stimulates the growth of those agents which are most needed in industry. 
High interest rates encourage saving and investment. High wages encourage 
young men to undergo training for skilled occupations. High rents stimulate 
the conversion of land from less productive to more productive uses. (2) It 
stimulates the employer to use the agents of production with a minimum of 
waste. That means not only that he will exercise careful oversight in their 
management, but that he will never use an expensive agent to do work 
which might be performed by a less expensive one. (3) The prospect of 
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profits encourages the enterpriser to efficiency. On these grounds the liberal- 
ist justifies much of the inequality of incomes which now prevails in society. 
We shall learn presently, however, that some liberalists find it consistent 
with their principles to suggest measures which would lead to a reduction 
of inequality. 

The Harmony of Individual and Social Interests.—Since the effects of 
competition and the price system are so beneficent, liberalists conclude that 
the alleged conflict between the interests of the individual and those of 
society is more apparent than real. Adam Smith said that each person, in 
following his self-interest, is led ‘'as if by an invisible hand” to promote 
the interests of society also. Selfishness in economic matters is believed to 
accord with altruism. The self-seeking individual tries to maximize his 
gains. His greatest profit is to be found by producing that which is most 
demanded. So his need is reconciled with that of his customers. His profit 
is but the just price of the service he renders to them. The whole system 
of division of labor and exchange is a cooperative undertaking, in which 
each is producing for all and all for each. 

A French school of lil)cralists, led by Frederic Bastiar, carried this belief 
in the harmony of individual and social interests to absurd lengths. Bastiat 
sought to rid economics of every doctrine which revealed any element of 
discord or pessimism. He attacked the law of population because it threat¬ 
ened a fall in wages, and the law of rent because it threatened to increase 
the unearned incomes of landowners. He built up an entirely new system 
designed to show the harmony of interests in society. Like most persons 
who seek to reach conclusions that agree with a preconceived bias, his re¬ 
sults are lacking in scientific merit and have been generally discredited. 
His school, sometimes called the Optimists, no longer has a following, and 
his doctrines are not relied upon by modern liberalists as the basis for their 
philosophy. 

The Defense of Private Property.—The institution of private property 
is regarded as part of the system of liberalism, for liberty is construed as 
implying freedom to accjuirc property by production, occupation, or ex¬ 
change, and to dispose of it as one likes—as long as it is not wrested by force 
from someone else. Carver said, “property exists automatically and neces¬ 
sarily in any group where the individual is safeguarded against violence. 
If he is safeguarded against violence, he may hold anything in his possession 
until he sees fit to give it up of his own free will. If anyone who tries to 
dispossess him by violence is promptly repressed by the group, that very 
act on the part of the group safeguards him in his possession—it transforms 
his possession into property.”^ Some have held that liberty involves the 
right to property because property is necessary to the maintenance of per¬ 
sonal independence. But this would require that everyone should own 

®T. N, Carver, Principles of National Economy (1921), p. 104. 
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some wealth—a condition that is not realized under a system of liberty 
and free enterprise. It would lead to a criticism of the institution of property 
as it now exists. Liberalists, however, usually defend property pretty much 
in its present form. 

Early liberal teachings regarded the private ownership of wealth as one 
of the natural rights which were assumed to be original and inviolable, 
but with the abandonment of the natural rights doctrine a justification of 
private property on other grounds was sought. Some argued that every man 
was entitled to the product of his own labor, and that this was the basis 
for the right of property. But not all property can be established in this 
way, for much of it is not due to the labor of its owners; some of it is not 
the product of labor at all. The chief defense now relied upon is based on 
considerations of social utility. The private ownership of wealth is said to 
lead to its most effective utilization. The superiority of farming when 
carried on by proprietors over that which is carried on by farm tenants is 
cited in proof of the contention that property owners are the ones most 
likely to administer wealth with care and economy. That which is common 
property is t(x> often regarded as no one’s property, and is treated with 
neglect or abuse. 

Laissez-Faire.—Believing that the force of self-interest promotes the most 
efficient and equitable economic system, the liberalists oppose any great 
measure of intervention in economic matters by the state. The more the 
state regulates industry, the more it encroaches upon the liberty of the in¬ 
dividual and obstructs the economy of natural economic laws. Liberalism, 
therefore, advocates the policy of nonintervention, or laissez-faire. Business 
is to be let alone as far as possible. State participation in industry is ob¬ 
noxious, for it can only interfere with the beneficent operation of spon¬ 
taneous economic forces. Nor should the government undertake to operate 
industries of its own. Government ownership is taboo, for government in¬ 
dustry is inefficient and wasteful. 

Liberalists recognize that some state organization is necessary, but they 
believe its functions should be kept to a minimum. Where industry is 
concerned, the state should play the part of a referee, rather than that of a 
participant. It is like a baseball game in which certain rules have been laid 
down as necessary for the maintenance of fair play. The umpire is charged 
with the task of seeing that these rules are enforced, but the actual playing 
is left entirely to the members of the teams. So in industry, it is the role 
of the state to see to it that free and fair competition is maintained, but to 
interfere as little as possible in the actual conduct of business. The state 
should enforce the fulfillment of contracts once made, prevent actual dis¬ 
honesty, break down monopolies, and the like, but it should not fix prices, 
prescribe the details of product or policies, nor operate industries of its own. 

Some liberalists have attempted to outline the functions which the state 
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may properly exercise without encroaching on individual liberty, as follows: 
It should provide armies and navies for the national defense. It should 
establish courts, a police force, and other machinery for the settlement of 
disputes, the enforcement of contracts, and the punishment of crime. It 
may also undertake to provide certain public facilities which could not be 
furnished at a profit by private individuals, but which are nevertheless 
important for the social welfare. Among such activities are the mainte¬ 
nance of public parks, schools, and roads. Where monopolies exist, inasmuch 
as they offend the principle of free enterprise, the states duty is to break 
them up. But beyond such bounds as these it is unwise for it to go. 

It has already been stated that some writers who profess to be liberals 
interpret the legitimate functions of the state as much broader than these, 
but it may be doubted whether their views can properly be designated as 
liberalism. 

Liberalism and Capitalism.—In noneconomic affairs the principles of 
liberalism have been widely accepted throughout most of the occidental 
world. Personal liberty, such as protection from arbitrary imprisonment, 
security of property, freedom of contract, the right of assemblage, free 
speech, freedom of the press, toleration of various forms of religious wor¬ 
ship, and the like, are now formally recognized and reasonably well main¬ 
tained by all enlightened governments.*^ Their exercise is subject to certain 
considerations of public welfare, and they are likely to be somewhat curtailed 
in time of war, but they are not seriously interfered with in times of peace. 
In this country they are fundamental guarantees written into the constitu¬ 
tions of the federal government and most of the states. Along with 
them has gone the idea of universal suffrage and democratic government. 
Equality of the sexes in most matters has now been achieved. In many 
respects, therefore, the present social order is one of individualism, where 
liberty reigns supreme. 

In economic matters also, liberalism has had great influence. In the early 
stages of capitalism its triumph was almost complete. During the later 
eighteenth and early nineteenth centuries, the teachings of Adam Smith 
and the classical economists succeeded in breaking down the restrictions 
by which government, under the doctrine of mercantilism, had hampered 
industry, and a regime of laissez faire became established. However, the 
promised harmony of individual and social interests failed to materialize. 
Intolerable exploitation of labor developed in the factories. Scandalous mis¬ 
management appeared in financial institutions. Unscrupulous promoters 
and corporate executives enriched themselves at the expense of stockholders. 
Monopolistic combinations were organized which throttled trade in their 
respective industries. Serious business depressions occurred with distressing 

®In countries dominated by fascism, and in U.S.S.R. under the present communist regime, 
the principles of civil liberty are rejected. See the next chapter. 
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frequency. In an effort to cope with these problems, the people turned to 
the state for relief, and government responded with a long succession of 
regulatory measures, which have continued to multiply up to the present 
time. The preceding chapters of this book have been filled with a descrip¬ 
tion of these, and with proposals for many more. So, our system has been 
gradually moving away from liberalism, although many liberal institutions 
survive in a more or less altered form. 

The result is that today we are living in a regime which represents a 
mixture of liberalism and state regulation. Perhaps it can best be designated 
as regulated capitalism. It docs embody considerable economic freedom 
in some directions. The consumer is free to spend his income as he pleases, 
patronizing those dealers whom he prefers, and accepting or rejecting, at 
his pleasure, the various wares that are offered to him in the market place. 
But his freedom is often limited by the presence of monopolies which con¬ 
trol the supply of some commodities. In those cases he must buy from the 
monopolist, or go without. The individual has substantial freedom in 
respect to his livelihood. He chooses his own occupation, and he is free to 
accept or quit his employment. But in many cases his trade may be 
dominated by a union into whose membership he may have to be accepted 
before he can be employed, and whose regulations he must obey if he is to 
hold his job. A person may save as little or as much of his income as he 
likes, and invest it where he pleases; but the terms of the investment are 
subject to the scrutiny of the Securities and Exchange Commission. A 
man may set himself up in business if he desires (so long as he does not 
try to break into a field that is dominated by a monopoly) and, within 
reasonable safeguards to protect the public interest, he is free to enter 
into such contracts with other businessmen as he finds to his advantage. 
But he may be restrained by minimum wage laws or labor unions from 
fixing such wages as a free market might establish, and the hours and 
conditions of work in his establishment may be regulated by the union of 
the state. If he tries to borrow money from his bank, he will find that the 
law limits the amount of interest that the bank may charge, and regulates 
the operations of the bank (to his advantage or disadvantage) in many 
ways. If he sets out to manufacture foods or drugs, he will find inspectors 
from the Food and Drug Administration looking into his doings, prescribing 
the labels and fixing the minimum quality of his products. If he is in a 
public utility industry, a commission will tell him how much he can charge 
for his products. He may own property, but he cannot do with it as he 
pleases. The state may say that he has too much, and levy a heavy tax 
upon it for the deliberate purpose of reducing it. If he owns a farm, the 
Department of Agriculture may tell him he cannot grow more than certain 
quotas of certain crops upon it. He may own an automobile, but he cannot 
operate it as a taxicab without the permission of a public service commis- 
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sion. And there is much state ownership of property and state enterprise, 
such as the Tennessee Valley Authority in this country and the government 
railroads of Canada and Mexico. 

So, it is apparent that in regulated capitalism, free enterprise is limited 
by regulation, competition is restricted by both labor and industrial monop¬ 
olies, and state control over private property limits the rights of ownership. 
It is therefore a misnomer to describe the present system (as some writers 
are doing) as “The American system of free enterprise.” It is a mixed or 
hybrid system, somewhere between liberalism and collectivism. And, as 
regulation is piled on top of regulation, it is getting further away from 
liberalism all the time. To put a liberal program into effect in the United 
States today, we would have to undo much of the legislation of the past 
century or more. Such organizations as the Federal Reserve Board, the 
Interstate Commerce Commission, the public utilities commissions of our 
various states, the Agricultural Adjustment Administration, the Tennessee 
Valley Authority, and the Social Security Board would have to be abolished, 
along with many other activities of government. All our protective tariffs 
would have to be repealed, to be replaced by complete freedom of inter¬ 
national trade. All existing monopolies would have to be broken up, to be 
replaced by smaller competing units. Labor unions would have to be dis¬ 
solved. We shall see also, as we go on, that some liberalists advocate changes 
even more sweeping than these as essential to the maintenance of liberalism. 

Liberalism and Anarchism.—In some respects, liberalism resembles the 
doctrines of the anarchists. Anarchism is individualism carried to its logical 
extreme. Anarchists believe that human beings are essentially intelligent 
and serially minded. They believe that if free to follow their own impulses, 
without coercion from government, they would naturally cooperate, and 
many of the evils now found in society would disappear. The two systems 
are alike, therefore, in exalting the individual and in advocating the reduc¬ 
tion of governmental functions to a minimum. They differ, however, in 
that anarchism would abolish all government, whereas liberalism would 
retain much of it. Anarchists do not believe in binding contracts nor in 
coercive authority of any kind. Liberalists believe that coercion is essential 
to the fufillment of contracts and the maintenance of peace and honesty. 
Anarchists would also abolish the institution of private property, while lib¬ 
eralists would retain it. Anarchists believe in violent revolution, while 
liberalists do not. Liberalism is essentially reactionary, in that it would go 
back to institutions that prevailed in the past. Anarchism is radical in that 
it would overthrow existing institutions, to replace them with an entirely 
new system. In spite of the similarity of some of their doctrines, therefore, 
the two systems are very different. 
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B. A Criticism of Liberalism 

The Merits of Liberalism.—An impartial critic must recognize that there 
is a great deal of merit to much of the liberalists’ reasoning. It cannot be 
denied that the self-interest of people is a powerful motive to achievement, 
and that under the spur of individual initiative tremendous progress in 
production has been made. The same is true of competition. Enough has 
been said in other chapters to give force to the argument for free markets 
and the price system. The institution of private property, too, responds to a 
deeply seated desire of human nature, and promotes the accumulation and 
care of wealth. When one considers the alternatives to these things, one 
may hesitate to discard them. 

Yet they constitute a good not wholly unmixed with evil. Capitalism 
has not adopted them in their entirety, because circumstances have revealed 
the necessity for their modification. Still further modification may be neces¬ 
sary before we can give them our approval. A critical analysis of the fea¬ 
tures of liberalism reveals weaknesses which are not at first apparent. 

The Inadequacy of Self-Interest.—One weakness is the reliance which it 
places upon self-interest. It assumes that if individuals are let alone, their 
self-interest will lead them to do the thing which conduces both to their 
own welfare and to that of society. Our discussion of consumption in 
Chapter XVIII, however, would indicate that we should not place too much 
confidence in the ability of individuals to look after their own interests as 
consumers. People are often ignorant or unwise in the expenditure of their 
incomes. They adopt unintelligent habits, such as the use of narcotics. 
This may make it wise to protect them by some form of prohibition. They 
may be misled by untruthful or otherwise undesirable advertising. This 
indicates the need for control to correct this difficulty. Lack of standardiza¬ 
tion of consumers’ goods may make it impossible for a consumer to know 
just what is the quality of the merchandise he is purchasing. The state 
may properly take measures to secure such standardization. The tendency 
to adulterate food and to manufacture shoddy merchandise makes it the 
duty of government to protect the consumer from these abuses. 

There is also reason to believe that we cannot rely wholly upon the in¬ 
dividual to protect his own interests as a producer. The many failures 
which occur in business, all of which involve waste of productive power, 
arc sufficient to prove that not all businessmen can pursue their self-interest 
intelligently. The truth is, modern industry is so complex and uncertain 
that the individual enterpriser has not enough information about the state 
of the market and its future prospects to guide his policies satisfactorily. 
Frequent overproduction in this or that industry results, while periodically 
there is the general breakdown of crises and depressions. These serious 
maladjustments point to a need for greater coordination and central plan- 
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ning in industry, and this is not consistent with a system of completely 
free enterprise that permits each firm to decide for itself what things it shall 
produce and what quantities. Some writers believe that eventually we must 
have some sort of state machinery for the central planning and direction 
of industry as a whole. 

Again, we cannot depend upon self-interest to protect the welfare of 
the wage-earning classes. Laborers are often too ignorant to know how 
their well-l;)eing can best be promoted, or they are at such a disadvantage 
in bargaining that they cannot protect themselves from exploitation. We 
have seen how the underpayment of sweat-shop employees may justify the 
enactment of minimum wage laws. We have seen how the state has found 
it necessary to protect women and children employed in industry. Laborers 
themselves have met their problems by union organizations, and in this 
country the federal government compels employers to bargain with these 
unions. Collective bargaining is essentially a departure from the principle 
of individualism. These unions should be supported, but regulated. 

These considerations suggest that individual action must be supple¬ 
mented by collective action if true social welfare is to be promoted. The 
principle of self-interest is valuable, but it cannot be relied upon exclusively. 

The Inadequacy of Competition.—^Liberalism is based upon a belief 
that freedom of contract and the force of competition will assure to each 
individual his just due. His reward will be commensurate with his service, 
and consumers will be protected from extortion. Unfortunately, these argu¬ 
ments have been elTectively disj)roved by the facts of history. We have al¬ 
ready seen how, in the early days of the Industrial Revolution, a laissez-faire 
policy was adopted in England. Intolerable industrial conditions developed 
under this policy. The terrible conditions which prevailed convinced legis¬ 
lators of the necessity for intervention, and it was for this reason that labor 
legislation, which interfered with the laborer’s “freedom of contract,” was 
resorted to. Under free competition, also, business practices of a very 
questionable sort prevailed. This has been abundantly illustrated by the 
history of American finance in the past generation. The development of 
corporations in this country has been attended by all kinds of chicanery and 
fraud, and many of the millionaires of a generation or two ago amassed 
their fortunes by competition of the most brutal and unfair sort, not in¬ 
frequently accompanied by downright dishonesty. Competition, when un¬ 
restricted by regulatory laws, does not protect the consumer from deception 
or extortion, the investor from swindling, nor the high-minded businessman 
from the unfair methods of his unscrupulous rivals. These things can be 
attained only by collective control. 

One might suppose that such collective control need not be contrary to 
the principles of liberalism, for liberalists themselves suggest government 
interference as necessary to maintain free and fair competition. Under 
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modern conditions, however, the measures necessary to achieve these ends 
involve such extensive regulating bodies that they are hardly compatible 
with the principles of liberalism. It becomes necessary to dictate what kind 
of accounts businessmen shall keep, what prices public utilities shall charge 
for their services, and many other details. It is even probable that com¬ 
petition itself will have to be reduced in some respects, giving way to 
regulated combination, in order that the various parts of the economy can 
be codrdintaed into a nicely adjusted, balanced whole. 

There are three reasons why competition fails to regulate business satis¬ 
factorily. In the first place, unscrupulous businessmen lack the ethical 
standards essential to fair competition. So competition, instead of being a 
dignified ef?ort to secure business by offering superior products and effect¬ 
ing greater economies in production, too often becomes a ruthless struggle 
to suppress one’s rivals by vicious means. 

In the second place, free competition is not necessarily equal competi¬ 
tion. In the chapters on inequality we discovered that many people are 
given a better start in life than their fellows, by inheriting wealth or enjoy¬ 
ing the influence of powerful relatives or friends. Obviously, he who has 
capital to begin with is in a better position than he who has not. At the 
other extreme are persons inadequately equipped for the industrial struggle 
by lack of education or pecuniary means. Their ignorance and weakness 
put them in a position where they can be exploited by their more fortunate 
fellows. In other words, competition bestows its prizes upon the strong 
and lucky at the expense of the weak and unlucky. This destroys the con¬ 
nection between reward and service which is assumed to exist by the 
liberalists. 

Thirdly, competition is so distasteful to the competitors that, sooner or 
later, they seek to escape it by establishing a monopoly. Liberalism would 
break up such monopolies, enforcing the maintenance of competition in 
industry. The discussion of integration in Chapter III, however, and of the 
problem of monopoly, raises grave doubts as to the advisability of this 
solution. Competition involves waste in the duplication of plant and lack 
of coordination between the various processes of production. Combination 
eliminates useless plants and integrates the successive stages in the produc¬ 
tive process so as to stabilize markets and to assist in the continuous utiliza¬ 
tion of all the labor and capital available. Such being the case, the prograrti 
calculated to secure the greatest efficiency in industry is in some cases one of 
regulated monopoly rather than of enforced competition. This is incom¬ 
patible with the system of liberalism. 

We have seen that liberalists defend competition as a means of natural 
selection which brings the efficient leaders to the top in industry. This 
may be questioned. We have already noted that free competition is not 
equal competition. Only if competition were equal could we be sure that 
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the fittest would be the ones to succeed. Even then we would have to ask, 
“Fittest for what?” Industry judges of fitness by money-making power. 
Profits is the criterion of success. Can we measure the social service of an 
individual by his ability to make money? Some of the most gifted persons, 
such as the artistic genius or the inventor, receive the poorest rewards. The 
painter lives in his attic, and his work is not recognized until after his 
death. The inventor may live in poverty, while some capitalist enterpriser 
reaps a fortune from the marketing of his contrivance. We have seen that 
profits are often made in evil ways. They may represent the exploitation 
of employees or of consumers. In view of these things, it is by no means 
certain that competition selects those who are really fittest to contribute to 
social welfare. 

Some Defects in the Price System.—Liberalism relies upon prices as the 
guide to production. In Part VI of this book we learned that, while 
the price system can be made to work satisfactorily, this cannot be done 
without some intervention. Until consumers are more intelligent and more 
adequately protected from deception and shoddy merchandise than they are 
now, their choices, as expressed in their expenditures, will not indicate the 
real utility of commodities. A greater difficulty is the fact, several times 
previously stressed in this volume, that consumers do not have equal pur¬ 
chasing power. Liberalism would perpetuate extreme inequality of incomes. 
This means that the demands of the rich for merchandise of trifling im¬ 
portance will exercise more control on production, through prices, than 
important wants of the poor. The price system will never be a satisfactory 
guide for production until greater equality in incomes prevails. Our analysis 
of this problem indicates that its solution requires increasing measures of 
intervention. Finally, the successful operation of the price system requires 
great mobility among the agents of production. A change in the demands 
of consumers will not bring about corresponding changes in production, 
unless labor and capital are free to move from one employment to another. 
The presence of fixed, specialized capital in industry, and the well-known 
immobility of labor, interfere with this flexibility. As a result, serious mal¬ 
adjustments between supply and demand occur. It is true that these will 
correct themselves in time through the operation of the price system, but not 
without much loss and suffering. Intervention, in the form of more intel¬ 
ligent control of production, might prevent many of these maladjustments, 
or hasten their correction when they occur. 

The Inadequacy of Income Division under Liberalism.—Liberalism de¬ 
fends the present system of division of social income in its essentials. But 
in the three chapters on inequality we have found much to criticize in this 
system. We will not repeat the criticism here; it is enough to recall that 
the great inec|uality which results under the present regime was found to 
be undesirable, particularly in view of the fact that many incomes are not 
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earned. This means that payment is received without the rendering of a 
corresponding service to the community. So long as this is the case, the 
harmony of individual and social interests, alleged to prevail under liberal¬ 
ism, is a myth. Our program for the correction of inequality calls for con¬ 
siderable intervention, which is not compatible with the principles of 
liberalism. 

A Criticism of Private Property.—The liberalists’ defense of private 
property cannot be accepted without qualification. When private property 
could no longer be justified as a natural right, or as the product of the 
labor of its possessor, its position became very vulnerable. If its validity 
rests upon its social usefulness, the right can be restricted, and ought to be, 
in every case where no social welfare is promoted by it. We have seen that 
there are many cases where wealth is acquired without the rendering of 
service. These cases can doubtless be corrected without abolishing the in¬ 
stitution of private property itself, but we have found other cases where 
the public interest demands ownership by the state for the sake of unified 
operation of important industries, for the conservation of resourcCsS, or for 
other considerations of social welfare. The desirability of some private 
ownership as a general principle is not denied, but it cannot be regarded 
as an inviolable right. 

Modified Liberalism.—Modern liberals recognize some or all of these 
defects, but they believe they can be corrected without departing from the 
really essential principles of liberalism. The essential thing, as they see it, 
is to preserve the substance, rather than the appearance, of liberty. They do 
not object to measures of governmental control which, while apparently 
interfering with free enterprise, really promote liberty. They believe that 
many of the defects of laissez jaire arise out of the fact that liberty is in 
fact restrained, and equal competition prevented, by institutions which 
prevail under that policy. Changing these institutions, therefore, would not 
be a departure from liberalism. 

For instance. Professor Carver offers “A liberalist program for the com¬ 
plete abolition of poverty” which includes the taxation of land values and 
inheritance, the control of monopoly prices, the curtailment of immigration, 
the restriction of marriage, the enactment of minimum wage laws, and 
other legislative measures.^ He believes that all of these are not only not 
inconsistent with, but are really essential to, the maintenance of liberalism. 
Inheritance and the private appropriation of land values he regards as 
institutions which interfere with equal competition, and equal competition 
is the very essence of liberalism, as he interprets it. Monopoly is in the 
same position. Immigration and unrestricted marriage cause low wages. 
Their restriction, he thinks, will raise wages without governmental inter- 

*T. N. Carver, Principles of Political Economy (1919), pp. 583-584. See also his Essays 
in Social Justice (1915), Chapter XIV. 



ECONOMIC LIBERALISM 633 

ference in prices, and without destroying the economic liberty of the in¬ 
dividual. Minimum wage laws are defended as correcting the handicaps 
to equal competition which result from the ignorance and weakness of 
certain laboring classes. Mr. L. T. Hobhouse, an English liberalist, sup¬ 
ports an even more sweeping program. 

While such measures as these may preserve the spirit of liberalism, they 
have departed considerably from its form. There is perhaps a sense in which 
the liberty of the individual may be enlarged by governmental interference 
with the ownership of land, the inheritance of wealth, the practices of 
monopolies, and so on; but it is accomplished by a considerable extension 
of governmental functions, and by greatly restricting some of the liberties 
now enjoyed by certain members of society. This is quite a departure 
from liberalism as it was originally understood. Mr. Hobhouse admits that 
his proposals “embody many of the ideas that go to make up the framework 
of socialist teaching.” He interprets liberalism as constituting a middle 
ground which “seeks to do justice to the social and individual factors in 
industry alike, as opposed to an abstract socialism which emphasizes the 
one side, and an abstract individualism which leans its whole weight on the 
other. By keeping to the conception of harmony as our clue, we constantly 
define the rights of the individual in terms of the common good, and think 
of the common good in terms of the welfare of all the individuals who 
constitute a society.” ^ He even intimates that perhaps it would be more 
appropriate to call this philosophy “Liberal Socialism.” 

Liberalism and the Modern State.—At the beginning, liberalism was a 
reaction against the excesses of an autocratic and unintelligent government. 
Its objections to state activity apply with less force to the modern occidental 
world. As governments become more democratic, we have less to fear from 
the arbitrary exercise of power by the public authorities. In the long run, 
they must administer their offices in ways not too displeasing to the voters 
who elect them. We have made less progress toward improving the in¬ 
telligence of government, perhaps, but it is not unreasonable to assume 
that, as future years bring into office administrators and legislators with 
more vision and understanding of economic matters, we may grant them 
greater powers of economic control without misgiving. Tinkering with 
business by people who do not understand it is dangerous. If this is the 
alternative, economic affairs had better be left to themselves. But as we 
grow more familiar with economic laws, we can begin to mold existing 
institutions as we w^ant them, with every hope of success. 

The Passing of Pure Economic Liberalism.—The tendency of modern 
liberalists to modify the pure doctrine of liberalism is an evidence of the 
weakness of the liberal program. Once embarked upon such measures of 

® L. T. Hobhouse, Liberalism, (London, 1911) p. 211. 

^Ibid., p. 172. 
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intervention as those outlined in the preceding paragraphs, the line be- 
tween liberalism and other programs of social policy is hard to draw. Pure 
individualism is too defective to command our approval. Modified liberal¬ 
ism is a compromise which can hardly be called liberalism at all. Such a 
compromise may be desirable. Before we decide upon it, however, we 
should consider the programs of socialism, communism, and fascism, which 
are the principal alternative proposals. This we shall do in the following 
chapters. 

Summary 

Liberalism is a comprehensive program of social policy which may be 
contrasted with anarchism and collectivism. It stresses the liberty of the in¬ 
dividual. Originally based on the natural rights philosophy of such men as 
Locke and Rousseau, it later came to be defended on Bentham’s principle 
of the greatest good to the greatest number. 

Economic liberalism was a reaction from the mercantilist system. It is 
that system of economic organization in which free enterprise, competition, 
and private property prevail. Economic liberalism argues that there is a 
harmony of individual and social interests where free enterprise exists be¬ 
cause: (i) The self-interest of people leads them to look after their own 
welfare if left free to do so, and they can promote their interests best by 
efficient production of goods for others. (2) Economic competition estab¬ 
lishes economy through the price system; it is more satisfactory than 
political competition, and it naturally selects the most efficient leaders for 
industry. (3) The competitive system of distribution is good because it 
rewards each in accordance with his productive importance and promotes 
economy in the use of the means of production. Private property is also 
defended, on the ground that it secures the best utilization of wealth. The 
maintenance of liberty requires a laissez-faire policy of government, whose 
activities should be restricted to a minimum. 

In its early stages, capitalism embodied the principles of liberalism, but 
the present system of regulated capitalism is characterized by much more 
state regulation and monopoly than would prevail under liberalism. An¬ 
archism resembles liberalism in its emphasis on individual liberty, but is 
much more radical in seeking to abolish all government and private prop¬ 
erty. 

The principles of liberalism have many merits, but they are defective 
in several respects. The ignorance of consumers and producers makes it 
undesirable to rely entirely on self-interest to guide individuals in economic 
affairs. Free competition works badly because of unethical competitive 
practices, the unequal opportunities which different people enjoy, and the 
growth of monopoly. It does not always give success to those who con¬ 
tribute most to social welfare. The satisfactory operation of the price system 
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itself is interfered with by the ignorance of consumers, the inequalities of 
income, and the immobility of labor and capital. The division of income 
in a competitive society involves too much inequality and too many un¬ 
earned returns. Finally, private property should sometimes be replaced by 
public ownership, in the interests of social welfare. These difficulties have 
led modern liberals to abandon the emphasis on pure individualism and 
to advocate increasing legislative measures, which represent a compromise 
between liberalism and collectivism. 
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CHAPTER XXVIII 


Socialism 


A. The Predicted Downfall of Capitalism 

Socialists Reject the Present System.—We have seen how liberalism 
upholds the principles of free enterprise, competition, and private property, 
which, though considerably modified, are still basic institutions under 
regulated capitalism. Socialism, on the other hand, rejects these prin- 
ciples, for the most part, and would set up instead a socio-economic struc¬ 
ture based on consciously planned and directed collective organization. 
Socialists believe that our present industrial system is so full of evils that 
it cannot be corrected without a fundamental and far-reaching reconstruc¬ 
tion of society. No measures of piecemeal reform can be satisfactory, they 
think, because the system is wrong in its basic foundations. Consequently, 
they reject as inadequate a policy which seeks merely the correction of each 
specific problem as it arises, believing that only by a thorough revision of the 
whole plan of our economic and political life can a satisfactory way out of 
our difficulties be found. 

The socialist movement has gained such strength, and is supported by 
so many able men, that its program deserves to be thoughtfully considered. 
It is a subject about which there has been so much misrepresentation and 
prejudice that we must be extremely careful to approach it without bias or 
preconceived ideas. Only by a fair-minded analysis of the proposal can we 
hope to arrive at an intelligent judgment concerning it. Let us endeavor to 
investigate the subject in an impartial spirit. We should first examine why 
the socialists seek to overthrow the existing order. 

The Socialist Indictment of Capitalism.—In the first place, socialists 
maintain that the system of capitalism is exceedingly inefficient in its pro¬ 
ductive organization. Competition and free enterprise (to the extent that 
they are still retained) lead to divided effort and much wasteful duplication 
of plant. Hundreds of factories, wholesale and retail stores, and other 
establishments are maintained where a few large ones could do the work 
far more satisfactorily. An enormous amount of energy and wealth is ex¬ 
pended on flamboyant advertising, high pressure salesmen, and other selling 
efforts, with only the effect, according to the socialists, of diverting con¬ 
sumers from one competitor to another without social benefit. Since the 
primary motive of producers is to make profitable sales, rather than to 
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render service, many useless or even noxious wares, such as gaudy claptrap, 
patent medicines, and intoxicating lic|uors, are foisted upon an easily in¬ 
fluenced public. Thus a large portion of industry is devoted to the produc¬ 
tion of luxurious articles and commodities of doubtful benefit which 
represent economic waste. 

The failure of capitalistic production to perform adequately and 
smoothly its function of supplying the needs of the people is proved, 
socialists believe, by the periodic breakdown of our economic process mani¬ 
fested in recurrent business depressions. We have already seen how, at 
such times, business comes to a standstill, gcK)ds are wasted, machinery lies 
idle, workers are unemployed, and there is much suffering and disaster. 
To socialists this is evidence that there is something wrong with the funda¬ 
mental bases of our economic system. It is disorganized, chaotic, and in¬ 
efficient—a situation which calls for radical remedies. 

Equally vehement is the socialist attack against the present method of 
sharing, or dividing, the social income. The extravagant luxury with which 
the very rich regale themselves, in contrast with the misery and degradation 
of the slums of our big cities, fills the socialists with indignation and dis¬ 
may. It is not necessary for us to go into this in detail. We have learned 
something of the facts as to inecjuality, and wc know that the socialists are 
right in asserting that it exists to an undesirable degree. They believe that 
this is another evidence of the failure of our economic system which calls 
for a radical solution. 

Not only does the present system bring waste, inefficiency, and eco¬ 
nomic want, say the socialists, but it destroys the moral and esthetic fiber 
of the people who are subjected to it. In a society where profits are the 
dominant motive of those who control industry, and where competition 
is the rule of conduct, high ethical standards are not likely to prevail. 
Instead of service to the people and the development of a spirit of coopera¬ 
tion and mutual good will, there is revealed selfishness and a fierce struggle 
between rival classes and individuals that makes for disunity and low 
morality. Nor is this all. The keeping of large masses of the population 
in poverty degrades them, makes of them beasts, leading to crime, vice, 
intemperance, and other evils. Moreover, such a system does not promote 
the beautiful in life. Contrast a modern city with the natural beauty of the 
country about it. Ugly, dirty streets, long rows of unattractive houses, 
smoky factories, greedy, distorted human beings—these, the socialists feel, 
are the product of the competitive system of industry. 

Most fundamental of all the counts in the socialist indictment of capital¬ 
ism is the contention that there is no unity of action, no central plan, in 
our present society. The competitive system can be likened to the wild 
forest, in which useless weeds battle fiercely with desirable plants, and 
where a bitter struggle goes on, leading to the entangled chaos of nature's 
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wilderness. Socialists believe it is possible to substitute for this chaos an 
orderly, coordinated, carefully planned and directed society, just as man 
has replaced the primeval forest with his carefully cultivated gardens, in 
which only those plants thrive whose growth he wishes to encourage, and 
from which, by his superior method, he obtains fruit far better than nature 
can produce in her haphazard way. They believe that if competitive private 
enterprise is replaced by a coi^iperative, collectively organized society, a 
similar improvement can be effected in the economic world. 

Marx’s “Scientific” Analysis.—Both socialists and communists base their 
doctrines largely on the teachings of Karl Marx, a German who lived in 
the early part of the nineteenth century. In collaboration with his friend, 
Friedrich Engels, he published two famous works, “The Communist Mani¬ 
festo” (a pamphlet), and “Capital” (an elaborate treatise), which together 
constitute the foundations of socialist teachings today. Marx was a student 
of the economic literature and phenomena of his time. He believed in the 
economic (or “materialistic”) interpretation of history—that is, that economic 
events are dominant in controlling the political and social life of man. 
Analyzing the trend of events as he found them about him, he endeavored 
to prove that an evolution was going on which must lead to the downfall 
of capitalism. Because this analysis claims to be based on scientific reason¬ 
ing, Marx’s system is frequently called “scientific socialism” by its adherents. 
Marx’s economic interpretation may briefly be summed up in five principles: 
the law of concentration, surplus value, the two-class struggle, the over¬ 
production theory of depressions, and social revolution. 

Marx saw the transition which had taken place from the domestic in¬ 
dustry which preceded the Industrial Revolution to the large factories which 
followed it. He saw also the advantages of large-scale production and the 
tendency toward big business combinations which resulted from it. He 
concluded that the concentration of industry would go on until the small 
independent businessmen would be eliminated and forced to become em¬ 
ployees of a few powerful capitalists. Thus the middle class would disap¬ 
pear, and society would be separated into two groups— the capitalists, and 
the proletariat, or wage-earning class. He further believed that, as this 
process went on, the position of tlie wage-earners would become progres¬ 
sively worse, with an increasing amount of misery. 

The doctrine of surplus value was invoked to show how the capitalists 
exploit the proletariat in such a way as to produce increasing misery. All 
wealth, said Marx, is produced by labor; that is, all wealth is produced by 
the workers of hand and brain. Nature is merely a passive agent, and capi¬ 
tal equipment is itself the product of labor, so that neither landowners 
nor capitalists, as such, contribute to production. The value of labor’s 
product, however, greatly exceeds its wage, for the laborer is paid only 
enough to maintain him at a bare level of subsistence. Consequently there 
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is a surplus value created which the capitalist is able to take for himself. 
It is unearned by the capitalist because he did not produce it. Profits are, 
therefore, the result of exploitation.^ 

Marx s “law of concentration,” coupled with his doctrine of surplus 
value, led to a picture of society as ultimately divided into two classes whose 
interests are diametrically opposed. On the one hand is a small group of 
exploiters, the capitalists; on the other hand are the exploited workers, the 
proletariat. The result must be a class war between the two groups. There 
can be no compromise, for the situation becomes progressively worse as 
society advances. The lot of the workers must be one of increasing misery. 

This situation, said Marx, contains within itself the seeds of its own 
destruction. It leads to overproduction and business depressions. Accord¬ 
ing to the Marxian theory, capitalists, in expropriating the surplus value of 
labor, becoipe possessed of more wealth than they themselves can consume. 
They therefore invest this wealth in the accumulation of more capital, 
which increases production; but, since the laborers who constitute the great 
mass of consumers are not given all the purchasing power which they 
produce, they are unable to buy back from the capitalists the extra wealth 
created by this additional production. There results a general overproduc¬ 
tion of goods, with which the markets become glutted. Industrial collapse 
follows. 

Marx believed that these crises were bound to become worse with the 
growing concentration of industry, until at last there would be so serious a 
catastrophe that the capitalist system would destroy itself. When this ca¬ 
tastrophe comes, he believed, a revolution will take place, in which the prole¬ 
tariat, having become conscious of its own strength, will seize the reins of 
industry. They will establish a new system of society in which the capital¬ 
ists will be dispossessed of their property, and the workers—the true produc¬ 
ers—will own and operate industry for themselves. 

A Criticism of the Marxian Analysis.—Any fair-minded person must 
admit that there is much truth in the socialists’ indictment of capitalism. 
In fact, many of the things which they criticize are defects which we have 
ourselves recognized and sought a remedy for in the earlier chapters of this 
volume. The socialists are performing a useful service in calling our atten¬ 
tion so forcefully and constantly to these conditions. It does not necessarily 

^ Marx deduced his idea of surplus value by a subtle bit of economic theorizing. He believed 
in a labor theory of value—that is, that the values of commodities are determined by the quan¬ 
tities of socially necessary labor embodied in their production. The value of labor itself, how¬ 
ever, was determined by the quantity of labor necessary to support labor—that is, by subsistence. 
Since the values of commodities so determined exceeded the subsistence wage, surplus value (the 
profits of the capitalists) resulted. This reasoning has been the subject of much controversy. It 
is universally rejected by non-Marxian economists, for the modern theory of value makes it clear 
that the value of a commodity is not determined by the quantity of labor required to produce it. 
Many .socialists have seen tlic error of the Marxian reasoning on this point, but others defend it 
and seek to reconcile it with sound economic doctrine. 
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follow, however, that because these evils exist the whole of capitalism is un¬ 
sound. Collectivists exaggerate some of the defects, and they do not always 
ascribe them to their true causes. For example, not all the wastes of produc¬ 
tion are due to institutions peculiar to capitalism, and such problems as vice 
and crime are due as much to biological as to economic causes. It is na’ive 
to expect that the collectivization of industry will suffice to solve problems 
so deeply rooted in human nature and the social fabric. 

On the other hand, it must be admitted that successive efforts to deal 
with our economic difficulties have led to more and more regulation of 
industry, so that the institutions of liberalism have given way to regulated 
capitalism. Socialists see in this trend a confirmation of their view that 
capitalism is in process of evolution to some form of collectivism. There are 
even some non-Marxian economists of undoubted ability who share this 
view,^ and in postwar Europe a drastic transformation in that direction is 
clearly under way. 

Nevertheless, there is much that is faulty in the Marxian analysis. To be 
sure, Marx had some prophetic insight. He was one of the first to appre¬ 
ciate the fact that history is not a mere succession of events, but the unfolding 
of basic social forces, and he .sensed the general direction in which the forces 
were moving; but many of the details of his analysis are wrong. There is 
a tendency for the control of industry to become concentrated into a rela¬ 
tively small number of great corporations and combinations, but the middle 
class is not disappearing, and the lot of the masses is not getting increasingly 
miserable. On the contrary, real wages have risen remarkably since Marx’s 
time, and are still going higher. It is true that we have serious economic 
depressions, but there is little evidence to show that they are becoming more 
severe, on the average, than formerly. The unusual severity of the great 
depression in the nineteen thirties may have been merely exceptional. There 
are numerous specific errors in Marx’s theories. The labor theory of value 
(and hence the theory of surplus value based upon it) is inconsistent with 
what we now know about the pricing process of our economy. Also, our 
analysis of earned and unearned incomes does not bear out his contention 
that all interest and profits are the result of exploitation. And it has not yet 
been established that business depressions are caused by overproduction. 

While admitting the truth of many of their criticisms of capitalism, there¬ 
fore, we find that the causes have not always been satisfactorily analyzed 
by the socialists. Hence one can concede much of the socialist indictment 
without necessarily being committed to the socialist remedy. Nevertheless, 
in showing the fallacy of the Marxian analysis we have not disposed of the 
socialist proposal for the reconstruction of society, for even though Marx 

®Sec, for instance Chapters 9 and 10 of Thorstein Veblen’s Theory of Business Enterprise 
(1904), Part II of Joseph A. Schumpeter’s Capitalism, Socialism and Democracy (revised edition, 
1947), and Chapters 39 and 40 of John Ise’s Economics (1946). 
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may have been wrong in much of his argument, the constructive program 
of modern socialists contains much that is interesting and challenging. Let 
us consider its possibilities as a scheme of economic reconstruction. 


B. The Program of Socialism 

Kinds of Collectivism. —Socialism is one of two main movements that 
have grown out of Marxian teachings. These two movements, taken to¬ 
gether, are covered by the term collectivism. They agree in that they both 
are working to replace capitalism by a system in which the private owner¬ 
ship and operation of industry will be replaced by some form of common 
ownership and control. They differ in the methods by which they would 
bring this about, and in the degree to which collective control would be 
carried. The term socialism, although somewhat loosely used, is best con¬ 
fined to the more conservative, or right wing, of collectivism. The radical, 
or left wing, includes communism and syndicalism, of which only com¬ 
munism is now important. 

Socialists differ among themselves concerning the details of the new 
society which they would set up, and how it can best be achieved. The 
state socialists (who constitute the bulk of the socialist movement) believe 
in working through the ballot, hoping eventually to secure enough votes to 
put their party in power. Once in control, they would put the ownership 
and operation of the more important industries in the hands of a demo¬ 
cratically governed statc.^ The Socialist party of the United States, the 
British Labor party, and the socialist parties of most other countries, belong 
in this category. Their ideas will be developed more fully below. 

The guild socialists were a British group that had some influence in the 
period between the two world wars, but their ideas are no longer actively 
propagated. They conceived of a dual economic and political system, in 
which industry would be operated by industrial guilds, somewhat similar to 
our present industrial unions. The state would be composed of two organs 
—an industrial legislature, composed of representatives of the industrial 
guilds; and a consumers’ legislature, composed of representatives of consumer 
or “civic” guilds. Each citizen would be a member of his industrial guild 
and also of a consumers’ guild, so that he would be represented in both 
capacities in the government. The one would serve as a check against the 
other. 

The Fabian socialists were likewise a group of British intellectuals, who 
took their name from that of the Roman general Fabius, who succeeded in 
war by pursuing an opportunistic strategy. Believing that socialism could be 

® The term “state socialism,*' as here used, must be distinguished from the mere extension of 
government into such activities as social insurance, factory regulation, minimum wage laws, and 
the nationalization of a few large industries—a sense in which it has sometimes been employed. 
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successful only if preceded by education of the masses to socialistic ideals, 
and that it could best be achieved by gradual steps, the Fabians devoted 
themselves to publishing a great deal of literature intended to disseminate 
the ideas and ideals of socialism. They also worked actively for the increase 
of public ownership, which they regarded as a convenient stepping-stone to 
the ultimate realization of their goal. The Fabian society included in its 
membership H. G. Wells, George Bernard Shaw, Sidney and Beatrice 
Webb, and other notables. They had a tremendous influence on British 
political, intellectual, and social life, and were largely instrumental in bring¬ 
ing the British Labor party into being. 

Christian socialists believe that Jesus’ teachings, if actually lived by men, 
would lead inevitably to socialism. Some of them seek merely to apply 
Christianity to current problems, such as the disputes between management 
and labor; others support a more coherent program of social reorganization 
along collectivist lines. The essence of their position is that the reform of 
society can come only by the reform of individual characters. The move¬ 
ment has many strong supporters among both Protestants and Catholics. 

All these groups look forward eventually to a system of industry which 
will be characterized by collective ownership of the more important indus¬ 
tries under some form of democratic control. Since, in such a system, in¬ 
comes from property would mostly go to the collective (state) organization, 
instead of to private owners, a marked departure from the capitalistic method 
of dividing the social income is necessarily involved. Hence, socialism may 
be defined as that system of economic organization in which collective own¬ 
ership and democratic management of the basic industries, and collective 
control of the division of income, prevails. 

Communism is more extreme than socialism. Socialism aims only at the 
collective control of production and income distribution. It would have 
industry collectively owned and it would make nearly everyone a wage- 
earner working for the community, but the private ownership of con¬ 
sumption goods would not be disturbed, and each individual would be 
free to direct his consumption as he chose. Presumably a system of prices 
would be maintained, and individuals could spend their wages for such 
commodities as pleased their fancy. Under communism, consumption as 
well as production would be collectively controlled, and money, prices, 
wages, and free exchange would be abolished. The collective organization 
would determine what was to be produced and in what quantities, distrib¬ 
uting the product, through a system of rationing, where it was believed 
that it would do the most good. The communist formula is “From each 
according to his ability; to each according to his need.” 

The earliest group to espouse these ideas were the utopian communists, 
who antedated Karl Marx himself. They hoped to reorganize society into 
small, isolated communities, where Utopias were to be set up in which all 
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would produce in a cooperative way and share equally in the fruits of their 
toil. A few utopian colonies, such as Brook Farm, the Amana Community, 
and the Oneida Community, were actually established in the United States; 
but, needless to say, all of these experiments failed sooner or later. World 
problems are not to be solved by men withdrawing into separate groups and 
trying to set up little kingdoms of heaven. If society is to be reformed at 
all, it must be done as a whole. 

Modern communism, which is exemplified by the Soviet Union, is very 
different from utopian communism, for it proposes to apply communistic 
principles on a national scale, achieving power for the Communist party 
by violent revolution, if necessary. We shall discuss it in some detail in the 
next chapter. 

Syndicalism proposes to place industry in the hands of industrial unions, 
and a federation of these unions would constitute the supreme govern¬ 
ment of society. Syndicalists believe literally in the Marxian doctrine of 
the two-class war, and they favor carrying on this war by direct action 
against the capitalists, not by the ballot. Direct action would take the form 
of sabotage (destruction of materials, crippling of machinery, loafing on the 
job, etc.) by which they would try to make the capitalistic system unwork¬ 
able. Their hope is to achieve the social revolution eventually by a general 
strike of all the workers. Thus their program can be summed up under the 
four headings—industrial unionism, two-class war, direct action, and the 
general strike. Prior to the communist revolution in Russia, the syndical* 
ists were very strong in Italy and Spain, and they had a small (but noisy) 
organization in this country, called the Industrial Workers of the World. 
The movement still exists, but it is now completely overshadowed by com¬ 
munism, which constitutes almost the whole of left-wing collectivism. 

Collective Ownership under Socialism.—It has been explained above 
that socialists seek to establish the collective ownership and democratic 
management of the basic industries. Let us now examine this idea more 
closely, in order that we may understand just what it means. By col¬ 
lective ownership is meant ownership by the people as a whole, instead 
of by private individuals. Under socialism, industry, instead of being in 
the hands of individual enterprisers, would be controlled through some 
kind of common organization. Just what the organization would be 
is a matter of detail on which different socialistic groups are not entirely 
agreed. The means of production might be owned by the state under a 
system of representative government. Or, industry might be put in the 
hands of the workers through some system of labor unions. Again, workers’ 
guilds might be organized in each of the several industries. Yet another 
plan is to set up producers* cooperative societies, each factory being owned 
and operated by the wage-earners employed in it. Or, there might be a 
combination of two or more of these plans. Whatever the arrangement, its 
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distinctive feature would be the absence of capitalistic proprietors, the own¬ 
ership being vested, by one means or another, in the masses of the people. 

This collective ownership, however, does not apply to all property which 
is now privately owned. It applies only to the basic (or, as some socialists 
put it, the “socially necessary’’) means of production. These include all 
large landholdings, the forests and mineral deposits, the railroads and other 
public utilities, and the more important manufactures, such as iron and 
steel, textiles, meat-packing and other food manufacture, and the like. In 
fact, all the principal industries would be socially owned and operated. But 
each individual would still be permitted to own his home and personal 
effects. He might even engage in small industry for himself. Little shop¬ 
keepers, manufacturers of novelties and luxuries, and small farmers, might 
continue private operation. It is only in those industries upon which the 
public is peculiarly dependent, and in which the danger of exploitation of 
the working class by huge capitalists is most present, that the socialists 
insist upon the abolition of private enterprise. 

Socialists are not entirely agreed as to how collective ownership of the 
basic means of production is to be brought about. Some favor absolute 
confiscation, others purchase. Purchase is not quite consistent with the so¬ 
cialist opposition to unearned incomes, for it would leave the present owners 
in possession of the purchase price. This they could live upon comfortably 
without working. This evil, however, need only persist for one generation, 
for these fortunes could pass into the hands of the state upon the death of 
the present holders. Socialists generally believe that collective ownership 
can be established by means of the ballot, after the voters have been won 
over to the idea by educational and propaganda activities of a well-organized 
socialist party. The British Labor party has actually succeeded in coming 
into power in this way. 

Democratic Management of Industry.—Collective ownership of the 
means of production does not constitute the whole of socialism. On the 
contrary, socialists very insistently emphasize the difference between their 
program and that of ordinary government ownership. Socialists desire to 
see the control of industry actually in the hands of the working class. This 
they believe would never be brought about by a mere transfer of the owner¬ 
ship of capital from private individuals to the state, as at present consti¬ 
tuted; for the political structure of today, they assert, is primarily in the 
control of the capitalist class. Mere government ownership would only 
change the machinery by which exploitation was made effective, without 
abolishing it. Therefore they insist that the management of industry shall 
be democratically carried on. To the concept of political democracy, which 
has been so popular since the French Revolution, the socialists add the idea 
of industrial democracy, which it is the purpose of the social revolution to 
bring about. Democratic control of industry would be made possible, they 
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believe, by placing the political power much more truly in the hands of 
the people than at present. To this end they favor such measures as the 
initiative, the referendum, the recall, and other democratic devices. There 
is a considerable tendency to favor a more decentralized form of govern¬ 
ment, which would localize the industrial management of each region in 
the hands of the people of that locality. Some socialists favor the substitu¬ 
tion of industrial for geographical representation in governmental legisla¬ 
tive bodies. Along with this the control of each industry would be placed 
in the hands of an organization of the workers in it, somewhat similar to 
the labor unions of the present time. In this emphasis upon democracy, the 
socialists are diametrically opposed to the communists, whose regime in the 
Soviet Union is one of ruthless dictatorship. 

Changes in the Distribution of Income.—It is a popular notion among 
the misinformed that socialists propose a mere equal division of the present 
wealth of society, such, for instance, as the confiscation of the large incomes 
of the rich and their gratuitous division among the poor, thereby bringing 
all incomes to a level. No intelligent socialist would make so crude a pro¬ 
posal. Socialists do believe, however, that the present system of distribution 
is unjust and unnecessary. They hope by their system to effect a more 
equitable scheme of apportioning incomes. 

Being unalterably opposed to all property incomes, they propose to abol¬ 
ish these, except in the case of small proprietors, where the earnings from 
property would be insignificant. By placing the ownership of capital in the 
hands of society, they would wipe out the private receipt of large incomes 
in the form of rent, interest, and profits. Most of the people would become 
wage-earners employed by the state, or by whatever collective industrial 
organization was set up. 

The Determination of Wages under Socialism.—What would determine 
the amount of wages paid to these workers? Here again is a point upon 
which there is disagreement among socialists. In Chapter XXI we consid¬ 
ered four possible principles upon which income might be distributed. 
These were: (i) equal distribution, (2) distribution according to need, (3) 
distribution according to sacrifice, and (4) distribution according to pro¬ 
ductivity. Each of these has been advocated by one group or another from 
time to time as the most just basis for the fixing of wages under socialism. 

George Bernard Shaw has argued at some length that equality of in¬ 
comes is the very essence of socialism. Payment according to need, or sub¬ 
stantial equahty of wages, is regarded by some socialists, and by all of the 
communists, as their ultimate ideal, but most of them do not consider it as 
immediately practicable. Payment according to sacrifice has also found con¬ 
siderable support. As interpreted by socialists, this means that wages 
would be paid according to the number of hours of work done, with per¬ 
haps some allowance for the differences in the agreeableness or difficulty 



APPLIED ECONOMICS 


646 

of the various occupations. Probably a majority of socialists, however, favor 
a system of wages determined by the efficiency, or productivity, of the 
vVorker. I’his is a frank recognition that an individual who is more able 
or willing to work than his fellows should be paid higher accordingly. 
This would permit some degree of inequality to exist. A majority of social¬ 
ists do not object to this, provided the inequality is not so great as to leave 
some in the possession of vast fortunes while others are not provided with 
the decencies of life, and provided also that such inequality as exists is due 
to a real difference in the efficiency of individuals. By abolishing incomes 
from property and permitting only wages, they believe that such inequality 
of earnings as would be based upon differences in ability would be fair, and 
at the same time would stimulate each to his maximum endeavor. While 
perhaps ethically not as ideal as payment in accordance with need, this basis 
of wages is more expedient. 

Socialism and the Family.—It is sometimes believed, by persons inade¬ 
quately informed concerning socialism, that socialists propose to destroy 
the present institution of the family. In fact, it has been quite generally 
intimated that socialists are advocates of free love, the “nationalization” of 
women, or other measures tending to promote promiscuity between the 
sexes. This is due partly to deliberate misrepresentation by the opponents 
of socialism, and partly to misunderstanding. It is true that some of the 
early utopian communists included bizarre proposals about marriage in their 
schemes, but utopian communism is no longer taken seriously. It is also 
true that some socialist leaders have speculated about the future status of 
marriage in the socialistic commonwealth. Socialists as a body, however, 
have no proposals of this sort to offer and do not contemplate interference 
with the institution of monogamy. 

It must be remembered that socialism is primarily an economic and 
political, rather than a complete sociological, program, and any changes 
which might take place in the family would be only such as would naturally 
follow from the changed economic status of the working classes. Socialists 
believe that happy and normal family life is largely interfered with today 
by our economic institutions. Economic pressure, they assert, brings about 
the subjection of women, while poverty interferes with the maintenance 
of the home. Therefore, such evils as divorce, prostitution, and vice can bp 
attributed to economic maladjustments. With the correction of these mal¬ 
adjustments, socialists think, a more ideal family life would become possi¬ 
ble. Probably there would be greater freedom of divorce, for unions then, 
they claim, would be maintained by love and not by compulsion. But such 
matters as these are incidental to, and not an integral part of, the program 
of socialism; and whatever individual socialists may think about the ideal 
form of family relationship, there is nothing inherent in the socialist or¬ 
ganization of society which is incompatible with monogamy. 
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Socialism and Religion.—There is a similar popular misconception about 
the relation between socialism and religion. It has frequently been alleged 
that socialists are atheists and that socialism would destroy religious insti¬ 
tutions. This is partly the result of misinterpretation of the socialist attitude 
towards a state church and partly the result of the radical religious views 
held by some of the more extreme collectivists. Where the church has been 
definitely affiliated with the government and was part of the machinery for 
maintaining the existing regime, socialists have quite actively opposed it 
because it was a definite obstacle to the realization of their plans. In Russia, 
for example, the Orthodox Church was very powerful and wealthy, owning 
immense estates, and a corrupt priesthood worked hand in hand with a 
corrupt officialdom to keep the people in subjection. The communists di¬ 
vorced the state from the church and confiscated much of its property. It 
is also true that the communists have definitely attempted, through teachings 
in the public schools, to discredit religious beliefs in the minds of the Russian 
people. There have also been socialist leaders who, feeling that the church 
has failed to take a strong stand against the evils of capitalism, have become 
distinctly antireligious. 

There is nothing in socialism, however, which is necessarily antagonistic 
to religion. Indeed, many devout Christians are to be found among social¬ 
ists, and we have already learned that one form of socialism is definitely 
based on the teachings of Christianity. So, although it is true that socialists 
in some countries have grievances against the organized church, it is not 
fair to say that socialism is antireligious, and there is no reason why re¬ 
ligion could not flourish in a socialistic society. 

Socialism and Anarchism.—Socialism is frequently confused with an¬ 
archism. This is perhaps natural in view of the fact that both are radi¬ 
cal movements which aim to overthrow the existing order. Both agree in 
their opposition to capitalism, but they differ greatly as to the form of 
organization which should replace it. It will be remembered that anarchism 
is an extreme form of individualism, which puts personal liberty first and 
social organization second, but socialism upholds the principle of collectiv¬ 
ism, which would subordinate the individual to society, binding all together 
in a strong social organization. Like the anarchists, socialists oppose the 
state when it is conceived (following Marx’s idea of it) as an organ of the 
ruling classes for the oppression of the masses, but, unlike them, they rec¬ 
ognize its importance as a democratically controlled machinery for the ad¬ 
ministration of industry and other common interests, and they would greatly 
extend it in this direction. Most socialists are unable, also, to accept the 
anarchist belief that all coercion by the state can eventually be done away 
with. 

There is one group of anarchists, however, known as the anarchist com¬ 
munists, who resemble the extreme communist group in the ultimate goal 
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which they would set up for society. They differ as to the means of at¬ 
taining it. Syndicalism, also, bears a slight resemblance to anarchism, in 
that it would abolish the stale as at present constituted, leaving industry 
in the hands of industrial unions which might be somewhat like the 
voluntary associations of the anarchists, although probably they would be 
more definitely organized. 

The Collectivist Movement.—During Marx’s lifetime, both national and 
international organizations to propagate his ideas and carry on active politi¬ 
cal work were begun. Almost from the outset, however, unity of action 
was hindered by the presence of various factions who differed among them¬ 
selves as to methods of work, and as to the form of collective society that 
should be established. In 1864, delegates from collectivist groups in various 
countries met in London to create an international organization which sub¬ 
sequently became known as the First Socialist International. The presence 
of anarchist groups, however, soon brought about dissension in this body, 
and this, with other difficulties, caused its early death. It was succeeded in 
1889 by the Second International, which united Marxian organizations of 
all parts of the world. Prior to the First World War, it included most of 
the socialist parties of Europe, some of which had by that time become 
politically quite powerful. However, there remained internal differences 
on matters of philosophy and tactics. 

In particular, there were two collectivist factions in Russia that were 
destined to exert a profound influence on the movement everywhere. These 
were the relatively moderate Menshevik (a Russian word meaning “ma¬ 
jority”) and the drastically radical Bolshevik (“minority”) groups. With 
the utter collapse of Russia in the First World War, the Bolsheviks suc¬ 
ceeded in seizing the government, and thereafter remained in power. 
This success was regarded by the more extreme collectivists in other coun¬ 
tries as a demonstration of the effectiveness of drastic revolutionary meth¬ 
ods, but it did not convince the moderates, who stuck to their view that 
socialism should be achieved by orderly, democratic procedures. The result 
was a split in the collectivist movement in nearly every country. So there 
arose the left and right wing groups mentioned in an earlier paragraph, and 
thereafter socialism was clearly differentiated from communism. Commu¬ 
nist parties were formed everywhere, led and dominated by the communists 
of the Soviet Union. They organized a Third International (the Comin¬ 
tern), with headquarters in Moscow. Although this organization was os¬ 
tensibly dissolved during the Second World War—as a gesture of friend¬ 
ship toward their capitalistic allies on the part of the soviet communists— 
there can be no doubt that its work still goes on through the linkage be¬ 
tween the Russian communist party and the other communist parties of 
the world. The socialist groups, considerably weakened by the communist 
schism, nevertheless remained the stronger wing of the collectivist move- 
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ment, numerically, in most countries of the occidental world. This wing 
included the powerful British Labor party, the Social Democrats of Ger¬ 
many, and the ScKialist party in the United States. They organized a Social¬ 
ist and Labor International, which was the lineal descendant of the old 
Second International. All these right-wing groups are bitterly opposed to 
the communists, whom they regard as betrayers of the ideals of democratic 
socialism. 

The Second World War left Europe in such a state of economic chaos 
as to convince many Europeans that comprehensive planning and strong 
economic control were mandatory for survival. Socialists and communists, 
finding in this situation fertile soil for the propagation of their cause, have 
become a very strong political force. In the countries of eastern Europe, 
under actual military occupation by the Soviet Union or politically domi¬ 
nated by it, communism is being actively promoted or forcefully imposed 
by every conceivable strategy. In the western part of Europe, active propa¬ 
ganda by both socialists and communists is being carried on, with majority 
representation in many parliamentary bodies being divided between them. 
Were they united, they would control the government of almost every Eu¬ 
ropean country except Spain and Portugal, which remain more or less fas- 
cistic. In Great Britain, the socialistic British Labor party has already acceded 
to power. 

In the United States, the right-wing Socialist party has remained the 
dominant collectivist faction, and at times it has shown considerable voting 
strength. It polled more than 900,000 votes in the presidential election of 
1920, and in 19^ over 700,000. The popularity of Franklin D. Roosevelt’s 
“New Deal” program cut heavily into the socialist vote thereafter, how¬ 
ever, so that at this writing (1947) it is not a serious political threat to the 
Republican and Democratic parties. The communists are even weaker in 
voting strength, but because of their efficient organization and insidious 
methods of propaganda, they have succeeded in wielding considerable in¬ 
fluence in the labor movement and in other reform organizations of various 
kinds. 

Socialism in Great Britaim—In the general election of July 1945, the 
British Labor party was swept into office in Great Britain. Its program is 
one of socialism. Thus for the first time in the history of the world, it has 
been demonstrated that a socialist party can gain control of a national gov¬ 
ernment by democratic procedure. It remains to be seen whether it can hold 
its control for a long enough period to achieve a full-scale socialist program. 
In the meantime it is proceeding in an orderly, gradual way to put the 
first steps of such a program into effect. It began by nationalizing the Bank 
of England, the coal mines, and civil aviation. Socialization of the entire 
transportation and electric power industries were to follow in the second 
year, and subsequently the iron and steel industry is to be taken over. In 
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all these cases, compensation was paid (or is to be paid) to the previous 
private owners. It is estimated that when and if this program of socialization 
is completed, about twenty per cent of British industry will be publicly 
owned, while the remaining eighty per cent will be left in private hands. 
Each of the nationalized industries is placed in the hands of a public cor¬ 
poration (somewhat like our Tennessee Valley Authority), the purpose 
being to give it sufficient freedom in its operations to retain something of 
the initiative and forcefulness that is commonly believed to be associated 
with private enterprise. 

Along with these measures of public ownership, the government has 
initiated a program of broad planning and control designed to achieve full 
employment, agricultural development, restoration of trade (very vital in 
England’s economy), housing construction, and increased social security. 
The means relied upon to maintain full employment are primarily two: 
the development of new industries in regions previously specialized in par¬ 
ticular branches of production that were hit hard by economic depressions, 
and financial controls over the machinery of credit to enable the government 
to direct industrial development into the channels that are believed to ac¬ 
cord best with the national interests. The government expects to abolish 
urban slums and rebuild the countryside. Cities are to be replanned, and 
population relocated, where necessary. Adeejuate housing is to be provided. 
But these are things that must be developed gradually. It remains to be 
seen how they will be worked out. Under the National Insurance Act of 
1946, everyone in Great Britain (rich and poor alike) was guaranteed social 
security protection “from the cradle to the grave,” the benefits including 
unemployment, accident, and sickness insurance, maternity, widows’ and 
orphans’ allowances, retirement (old age) pensions, and death grants. A 
National Elealth Service has been set up which is to provide complete 
medical, dental, specialist, and hospital services free to everyone, at the same 
time permitting patients to choose their own doctors, and doctors to choose 
the type of work that they prefer. Compulsory education is also being 
extended. 

The task of rebuilding war-devastated Britain, including vast projects of 
new housing, replanning cities, relocating industry and population, highway 
construction, etc., is under the newly created Ministry of Town and Coum 
try Planning, which is given adequate authority to carry out a national 
policy for the use of the land. However, it depends largely on Local Au¬ 
thorities to carry out the necessary operations. Although working toward a 
planned economy, there has been expressed a determination to maintain the 
democratic procedures and the liberties of individuals which are deeply 
rooted in British traditions. Notwithstanding this determination, the serious 
economic crisis confronting postwar England led the government in 1947 to 
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ask for sweeping powers (which were granted) to control the lives of the 
British people. It remains to be seen how these powers will be used. 

The Labor parly came into office at a very critical time in British his¬ 
tory. It was a time when the country was not only exhausted and im¬ 
poverished by the terrific exertions and devastation entailed in its life-and- 
death struggle with the Axis powers, but also faced with a position in world 
trade that was very unfavorable. Great Britain is a densely pc^pulated man¬ 
ufacturing nation which depends on the outside world for raw materials to 
supply its factories and for lood with whicli to sustain its people. Before 
the Second World War it purchased these things partly by selling manu¬ 
factured goods and shipping services abroad, and partly by its claims on 
debtor nations for interest, dividends, etc., arising out of past British 
investments in foreign countries. During the war it lost a good part of 
these investments, by selling its foreign securities in the United States to 
obtain cash with which to [uirchase war goods. Henceforth, therefore, it 
can no longer ccjunt upon this source to supply it with imports. To make 
matters worse, the rest of the world is no longer as dependent upon Britain 
for manufactured goods as it formerly was. Other countries, such as India, 
formerly almost exclusively agricultural, have developed manufacturing 
industries to a point where they can now supply a good part of their own 
needs. Also, the United Stales is competing more and more keenly with 
Britain as an exporter (jf manufactured products and as a supplier of ship¬ 
ping services. These things will make it very difficult for the British to build 
up enough exports to buy the foreign goods they need. It seems probable 
that these factors will compel some decline in the standard of living of the 
British people. These circumstances will put the socialist regime to a severe 
test. If it can succeed in the face of such difficulties, the achievement will be 
a remarkable one. If it fails, it will be very difficult to isolate the causes of 
the failure. Socialists will have a strong basis for claiming that the experi¬ 
ment was made under conditions too unfavorable to constitute a fair test. 


C. A Critical Estimatc of Socialism 

What the Socialists Hope to Accomplish. —The socialists believe that 
their program would accomplish a tremendous inmprovement in our eco¬ 
nomic life. In the first place, they assert, productive efficiency would be 
greatly increased. With the wastes of competition eliminated, industry 
being concentrated in large-scale producing establishments under centralized 
direction, a great deal of labor and capital would be released for new pro¬ 
duction. With the better coordination of industry that would result from 
collective management, greater stability would be attained. Business depres¬ 
sions, idle plant, and unemployment would be done away with. They be- 
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lieve, further, that the elimination of large property incomes and the gen¬ 
erally higher level of wages made possible by increased production would 
establish justice and satisfaction in the distribution of the national income. 
The masses of the people would be able to live at a reasonable level of 
comfort, and poverty would be done away with. With economic want thus 
eliminated, socialists believe that powerful forces for social progress would 
be released which the socialized state could direct into channels of construc¬ 
tive achievement. Crime, vice, corruption, and the other evils that grow 
out of poverty and the pressure of economic want would largely pass away. 
The moral and esthetic tone of society would be raised, for no longer would 
mere money-getting be the goal of economic effort. Production would be 
for service, not for gain. The state could use the social surplus for the pro¬ 
motion of education, scientific research, works of art, and the general bet¬ 
terment of society. 

It is an idyllic picture. Can it be realized? Can we look forward with 
confidence to the attainment of such a millennium ? Or is it merely an idle 
dream—an unattainable mirage? To these questions we cannot give a 
positive answer, but we can consider some of the pros and cons which must 
be weighed in forming a judgment of the possibilities of socialism. 

The Central Planning of Industry.—Perhaps the greatest constructive 
idea in the program of socialism is that of a well-coordinated, consciously 
unified industrial system. We shall consider this idea more fully in the con¬ 
cluding chapter of this book, but it is appropriate to call attention to it here. 
There is no doubt that the disconnected individual efforts of thousands of 
competing enterprisers lead to erratic, halting, spasmodic production. We 
have seen some of these difficulties in earlier chapters of this work. The 
idea of introducing plan, order, and coordination into this chaotic com¬ 
petitive structure is certainly an attractive one. The superior advantages 
of unified industry are manifest. That the modern business world recognizes 
these advantages is evidenced in the growth of integration which we have 
described. 

Is the logical outcome of these developments the eventual consolida¬ 
tion of all industry in the hands of the state, or in some form of collective 
organization? Or, can it be achieved without the adoption of socialism, 
either through the development of trade associations with increasing power’ 
to control the activities of their individual members, or through the develop¬ 
ment of great trusts under state control? Another possible way of achieving 
it would be by the setting up of a supreme council of national economy 
under the state, with considerable authority to direct the productive activities 
of the nation in a broad way. This would permit the retention of capitalistic 
industry with a considerable degree of competition and free enterprise, 
while achieving to a large degree the coordination desired. But whether it 
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be by this means or by the adoption of socialism itself, such coordination 
is certainly to be hoped for; and in advocating a plan for achieving it the 
socialists have contributed a very valuable suggestion. The best way of 
obtaining it depends on whether or not we can expect collectivism to prove 
efficient in production. This brings us to the most important objections 
which have been urged against socialism. 

The Incentive of High Gains Removed.—The first of these objections 
has to do with the incentives to productive efficiency. By eliminating the 
large property incomes and reducing difTerences in wages, socialism would 
establish a far greater measure of equality of incomes than now exists. No 
one would be very poor, and no one would be immensely rich. This would 
eliminate the lure of great wealth which is now the ambition of most 
businessmen. It is believed by many persons that it is the possibility of 
very large gains that provides the incentive to effort and efficiency in the 
capitalistic industrial system. One of the strongest criticisms which may 
be urged against a socialistic program is that it would remove this incentive. 
This raises the question as to whether or not socialism could provide some 
other incentive adequate to urge men to do their best. Would not everyone, 
being sure of at least a fair living, and knowing that, no matter how efficient 
he was, he could never become a millionaire, feel that great effort was use¬ 
less, and settle down to easy-going, indifferent, and inefficient work? 

Socialists are not unaware of this objection, and seek to answer it. In the 
first place, they do not necessarily propose to do away with pecuniary incen¬ 
tives entirely. Most socialists expect wages to vary with the productivity 
of the worker, so that there would be wage differentials to stimulate the 
people to develop skills and to exert themselves diligently. In the second 
place, socialists are more optimistic regarding human nature than those who 
urge this criticism against their program. They point out that monetary re¬ 
ward is not the only stimulus to great achievement. Inventors, artists, and 
other creative minds labor for years in making great contributions to the hu¬ 
man race, for which they may never be adequately rewarded. There is a 
constructive instinct in man’s make-up, they believe, that drives him to action 
and achievement without the promise of pay. They believe also that, under 
socialism, a better spirit of cooperation and service will prevail; that with 
competition removed, new standards of morality and ethics will take their 
place. They hope also that the prestige of leadership which will come to 
those who rise to positions of public office and industrial management un¬ 
der socialism will in itself be a sufficient stimulus to awake the ambition 
of all and urge them to their best efforts. Public office has this effect today. 
Many a lawyer or successful businessman has given up a lucrative position 
to accept the office of mayor or judge, for which he receives a much lower 
rate of pay than that to which he had been accustomed, but which carries 
a dignity and esteem which he prizes more than any material remuneration. 
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Also, the newer developments in personnel work, and in education, indicate 
that pecuniary motives may not be the only ones which can be invoked to 
enlist the efforts of the workers. 

To the question raised by these arguments no categorical answer can be 
given. We do not yet know enough about human nature to state with 
certainty whether or not men can be stimulated to efficient endeavor by 
other means than the incentive of pecuniary gain. Only a trial of socialism 
would enable us to reach a satisfactory conclusion on this point. But the 
possibility of a breakdown of industry from this cause is regarded by some 
as making the socialistic program a dubious one. We shall learn in the next 
chapter that the communists in the Soviet Union have found it necessary to 
make successive increases in wage differentials in order to achieve greater 
productivity, with the result that there is now a good deal of inequality. 

The Selective Influence of Competition Would Be Eliminated.—A sec¬ 
ond possible obstacle to productive efficiency under socialism lies in the fact 
that without competition the principle of natural selection in industry 
would be destroyed. We met with this principle in our discussion of liberal¬ 
ism. In the present regime there is a struggle for existence among business¬ 
men. Success is achieved, it is alleged, by producing cheaply and efficiently 
that which the public demands. Those businessmen are successful who, by 
efficient management, keep down their costs and produce articles of merit. 
Thus, the responsible positions in industry are supposed to be kept in the 
hands of the most able leaders. Socialism, say the critics, would substitute 
for this process of natural selection an inefficient method of political selec¬ 
tion. No longer would success depend upon efficient production, low costs, 
and industrial ability. On the contrary, it would depend upon political 
power. With industry in the hands of the public, business managers and 
leaders of all sorts would have to obtain their positions either by popular 
election or by appointment. Neither method, it is urged, is reliable. Demo¬ 
cratic selection of officials has not been successful. Opportunities for favorit¬ 
ism and corruption arise. Under socialism, every position in industry would 
be subject to the dickerings and baneful influence of political life. Collective 
enterprise, it is said, is notoriously wasteful and inefficient. Where it is not 
positively corrupt, it is deadened by bureaucracy and red tape. The oppo¬ 
nents of socialism claim, therefore, that instead of increasing production 
and bringing about the ideal conditions expected by the socialists, it would 
actually result in colossal inefficiency and industrial stagnation. 

This is perhaps the crux of the whole issue between socialism and capi¬ 
talism. Again the question raised cannot be answered with certainty. There 
is so much to be said on both sides, with no way of measuring the relative 
weights to be given to the various factors involved, that it is impossible to 
arrive at a positive judgment. Many observers of government enterprises 
have commented upon the spirit of inertia and conservatism which prevails 
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therein. It does appear that when officials hold their positions by appoint¬ 
ment or election, rather than by competitive struggle, they feel less strongly 
the necessity of making g(X)d, and their subordinates are less likely to be 
selected on the basis of their fitness for the position than on the basis of 
political influence. And yet, we have found that there are many instances 
where government enterjirises have been very successful. Socialists reply 
to the criticism, moreover, by pointing out that competitive industry is really 
much less efficient than its defenders believe. Influence and favoritism are 
by no means absent from private businesses. Many a high position in an 
industrial organization is filled by the son or some relative of its owner, 
when some subordinate of higher qualifications should have had the place. 
Moreover, private business is not free from graft. The amount of bribery 
and influence that is brought to bear would probably be surprising if the 
facts were known, but private industries are not subject to the same public 
scrutiny as government industries, and hence their inefficiency is not so 
likely to be revealed. 

ScKialism, in whatever form it might be adopted, would have to rely 
upon the effectiveness of democratic government. Does our experience with 
such government justify us in believing that we can trust the management 
of all industry to the rule of the people? If an effective means of direct¬ 
ing industry democratically can be developed, socialism can probably suc¬ 
ceed. If not, the possibility of its successful consummation is very doubtful. 

Prices Under Socialism. —Some economists have argued that the problem 
of pricing under socialism would present serious difficulties, and might 
prevent an economical allocation of the community’s resources. According 
to this criticism, socialism would be bound to interfere with the natural 
economy inherent in the competitive price system because land rents and 
interest, which at present enter into costs, would be largely done away 
with, and wages, presumably, would be limited by maximum and minimum 
rates, instead of being left solely to the play of supply and demand. There¬ 
fore, the market process by which costs are determined would be disturbed, 
and prices would have to be fixed more or less arbitrarily, without reference 
to costs. This, it has been said, would result in a lack of equilibrium be¬ 
tween demands and supplies, not only for commodities, but foi the factors 
of production as well. The factors would have to be directed by guesswork 
and judgment, instead of being guided by competing producers’ demands, 
and much waste, if not actual confusion, would arise. It has also been 
argued that the number of calculations to be made by the central planning 
body in a socialistic economy would be so great that the fixing of equilib¬ 
rium prices would be impossible. 

It is true that some socialists, dominated by Marx’s mistaken labor theory 
of value, have visualized the collective economy as one in which prices 
would be based on the quantities of labor required to produce the various 
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goods, leaving out of account such cost items as interest on investment and 
rents for the use of land. Such a principle of pricing would not lead to the 
attainment of maximum economy, for it would ignore the principle of 
opportunity costs, which, in the competitive pricing system, lends to allo¬ 
cate each factor to the products for which there is the greatest demand. 
Undoubtedly a socialistic economy in which prices were based exclusively on 
labor costs would run into serious difficulties. 

On the other hand, a number of economists who have interested them¬ 
selves in the theoretical aspects of this problem in recent years have reasoned 
that a socialistic economy could use the principles of the present pricing 
process, and might even keep prices closer to their normals than they are 
under capitalism, so that the tendencies to economy inherent in a normative 
price system could perhaps be more fully realized than they arc now. The 
markets of the present unplanned economy must work toward equilibrium 
prices through a process of trial and error, but a socialistically planned econ¬ 
omy, they assert, could do the calculating on paper with much less of the 
error. They believe that the planning board of the socialist society would be 
in a position, because of its facilities for gathering adequate statistics, to esti¬ 
mate consumers’ demands in advance with a fair degree of accuracy. The 
various producing establishments could then be directed to produce in ac¬ 
cordance with the demands so estimated. Each establishment could be in¬ 
structed to carry its production to the point where its marginal receipts 
would equal its marginal costs, and the costs could be calculated so as to 
include wages, interest and land rents, based on their values in their various 
alternative uses. However, the interest and rents would not go to private 
investors and landowners, but to the state, which could use the proceeds for 
various projects of social welfare, such as education, free medical care, scien¬ 
tific research, promotion of the arts, and so on. Thus the essential elements 
of the competitive pricing process could be retained. Opponents of social¬ 
ism argue that, while this reasoning may seem plausible in theory, it might 
prove very troublesome to work out such a program of pricing in practice. 

Personal Liberty Under Socialism.—It has already been stated that social¬ 
ists stress the importance of democracy, and are bitterly opposed to the 
communists because the latter advocate dictatorship and (when in power) 
practice the ruthless suppression of civil rights. Notwithstanding this alle¬ 
giance to the principles of democratic government, some critics of socialism 
believe that, in practice, it would necessarily involve a serious encroachment 
on personal liberty. Socialists believe in the comprehensive planning of 
industry, and in directing the economy toward certain goals of social welfare. 
If the plans are to be made effective, say the critics, the central officials would 
have to have authority to put their plans into effect. This would give the 
planners power over many aspects of the lives of the people. Would they 
not abuse this power Suppose that popular choices did not conform to the 



SOCIALISM 


657 

objectives of the planners. Would production then be permitted to follow 
consumers’ demands, or would the authorities decide to regiment consump¬ 
tion? Suppose the plans call for more capital equipment than can be fi¬ 
nanced out of voluntary savings. Will the planners be content with the sup¬ 
ply offered for investment, or will they make use of their controls to thwart 
the choices of the people? If they choose to enforce their plans in matters 
of this kind, a free price system is no longer the guide for production; prices 
will be manipulated to attain the objectives decided upon. 

Then, too, the critics reason that men love power, and when they get it 
are very likely to misuse it. Socialism would place great power, they think, 
in the hands of the government officials. They fear that the latter will be 
intoxicated by this power, and will arrogate more and more authority to 
themselves, seeking to impose on the people the planners’ ideas of what is 
good for them. In this way, personal liberties will gradually diminish, and 
the regime would take on more and more the character of a dictatorship. 

Socialists believe that these developments are hardly likely in a country 
where there is a long established tradition of political democracy. Where 
freedom of speech, freedom of the press, freedom of assembly, and the secret 
ballot are strongly cherished, the people, they believe, have sufficient means 
to make their will effective and prevent abuses. 

Here again, no categorical answer can be given to the issue raised. It is 
a matter on which personal opinions can reasonably differ. We shall return 
to the question in the next two chapters, but we will not be able to settle it. 

The General Outlook.—Looking over the advantages and disadvantages 
of both capitalism and socialism, a few basic things stand out. Capitalism 
has the advantages of greater individual initiative, the lure of profits, more 
individual freedom; but it has the weaknesses of competitive wastes, severe 
depressions and unemployment, extreme inequality. Socialism claims to 
reduce the wastes and eliminate depressions and unemployment through 
the central planning of the economy as a whole. It also would hope to elimi¬ 
nate unearned incomes and reduce inequality while promoting the welfare of 
the masses. On the other hand, it would lose some of the force of individ¬ 
ual initiative, its efficiency might be impaired by the stagnation and regi¬ 
mentation of bureaucracy, and it would reduce somewhat the scope of 
human liberties. The great question is, will these weaknesses be so serious 
as to more than offset the gains? Each person may make his own guess as 
to the probabilities, but only an experiment, tried by some nation on a large 
scale over a period of perhaps half a century, can really give a conclusive 
answer. 

In the meantime, governmental regulations are gradually altering the 
institutions of capitalism in the direction of greater state control. These 
encroachments, coupled with the effects of catastrophic wars and periodic 
depressions, may be so undermining the capitalistic system that it cannot 
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long endure. We cannot be sure about this, but certain it is that our eco¬ 
nomic system, like everything else on this planet, evolves—it cannot remain 
fixed and unchangeable. If we would avoid its overthrow by violent revolu¬ 
tion, we must be willing to consider alternative proposals with open minds, 
and keep our institutions flexible enough to make them adaptable to chang¬ 
ing circumstances. Meanwhile the experiment with socialism in Great 
Britain, with its traditions of democracy, should be watched with careful 
attention. 


Summary 

Socialists reject the system of capitalism because of the wastes of com¬ 
petitive industry, the occurrence of business depressions and unemploy¬ 
ment, the inequality of incomes, the immorality and ugliness which it 
engenders, and its lack of a definite plan. Marx, by an economic inter¬ 
pretation of history, predicted that increasing concentration of industry, 
coupled with expropriation by the capitalists of the surplus value produced 
by labor, would lead to a two-class struggle, and to depressions of increasing 
severity, until the system would be overthrown by a revolution. We have 
found that, while Marx’s analysis is in many respects unsound, there is some 
justice in the socialist criticism of our society. 

Collectivism is a broad term covering a number of varieties of socialistic 
and communistic proposals. Its right wing includes state socialism, guild 
socialism, the Fabian socialists, and Christian socialists. Its left wing in¬ 
cludes communism and syndicalism. Socialism would be characterized by 
collective ownership of the basic industries, and democratic management 
thereof through some form of workers’ control. All large property incomes 
would be done away with, most people becoming wage-earners employed 
by the state. The wages might be equal, or could be based on need or 
sacrifice, but would probably be paid, as at present, on the basis of pro¬ 
ductivity. Socialism would not destroy the family or religion, although it 
would oppose a reactionary church that was closely identified with the capi¬ 
talistic regime. Socialism differs from anarchism, in that the former would 
subordinate individual interests to considerations of collective welfare, whereas 
anarchism would carry individual liberty to the extreme. 

Both the left and right wings of the collectivist movement are interna¬ 
tionally organized, and both movements have been given an impetus in 
Europe by the general economic breakdown caused by two world wars. In 
Russia the communists have been in power since 1917, and the socialistic 
Labor party came into control of the British government by popular vote 
in 1945. It plans to nationalize twenty per cent of British industry, and is 
embarked on a program of general socialistic planning, economic develop¬ 
ment, and social welfare. 
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Socialists believe that collectively owned and operated industry will cor¬ 
rect the wastes of competitive production, and that the abolition of property 
incomes will reduce the evils of inequality. Their idea of centralized eco¬ 
nomic planning claims to coordinate industry and abolish depressions and 
unemployment. Whether it can succeed depends on the answer to several 
ejuestions: Can socialism offer a satisfactory substitute for profits and great 
wealth as the incentive to industrial activity? Will government be suffi¬ 
ciently progressive, honest, and intelligent to develop production as efficient 
as the selective process of competition? Can it devise a satisfactory system 
of prices? Will it seriously encroach on human liberties? It is important to 
encourage the orderly evolution of our economy, while watching attentively 
the British experiment with socialism. 
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CHAPTER XXIX 


Communism and Fascism 

A. Communism in the Soviet Union 

The Communist Party Comes into Power.—Oppression often begets 
revolt. It is not to be wondered at, therefore, that the ruthless autocracy 
which prevailed in Russia under the regime of the czars should have fo¬ 
mented radicalism and a revolutionary spirit among the downtrodden 
masses of the Russian people. This was fanned into flame by the disasters 
which Russia suffered in the First World War, disasters which were largely 
due to corruption in the czar’s court and among the army leaders. A popu¬ 
lar uprising resulted in March 1917, which succeeded in deposing the czar 
and establishing a revolutionary government. At first the power fell into 
the hands of the more moderate revolutionists, but in November 1917, the 
Bolshevists, who constituted the communist branch of the Russian col¬ 
lectivist movement, succeeded by a coup d’etat in gaining the control. Nico¬ 
lai Lenin, a remarkable man, was made Premier, and he set about the task 
of laying the foundations for communism throughout Russia. 

The Communist Theory of Social Evolution.—To understand how the 
communists went about their task, it is necessary to know something of 
their theory of social evolution. They believe that it is necessary for society 
to go through four stages of development in the path from capitalism to 
communism. 

The first of these is the stage of bourgeois capitalism, which is the state 
more or less characterized by private property, free enterprise, and com¬ 
petition, in which the more industrialized nations of the occidental world 
were then existing. The ccmimunists unite with all other collectivists in de¬ 
nouncing this system, and they are pledged to secure its overthrow, not only 
in Russia, but throughout the world. They believe that the overthrow must 
be accomplished by a strong, determined group of workers—the “class con¬ 
scious” part of the proletariat—who will seize the reins of government, as the 
communists actually did in Russia, when a favorable opportunity presents 
itself. 

There follows the stage known as dictatorship of the proletariat. The 
communists realize that the majority of workers are not collectivists, and 
that they would be incapable of managing government and industry if 
these were placed in their hands. The way must therefore be prepared for 

661 



662 


APPLIED ECONOMICS 


them, through a dictatorship by the intelligent minority (that is, by the 
Communist party). The word dictatorship is literally construed. The mi¬ 
nority must hold its power at any cost, and rule the country with an iron 
hand, until it has brought socialism into being and educated the people to 
its ideals. Not until then can the masses of workers safely be trusted to 
cooperate and carry on a socialistic regime by democratic means. 

When the people are thus made ready for it, the stage of dictatorship 
will give way to the socialistic society, which is regarded as the lower phase 
of communism. In this stage, all the means of production will be in tlie 
hands of the democratically governed state. The masses of the workers will 
now be in control, and industry will be in their hands. But the political 
state as such will still exist, and some coercive power on its part will still 
be necessary, until the last vestiges of class opposition have been eliminated 
from society. Wages will still be paid on the basis of efficiency or pro¬ 
ductivity. Hence some differences in wages will prevail. There will be 
considerable centralization of economic and political control. In short, this 
stage is simply one of state socialism, as it was described in the preceding 
chapter. 

Finally, the socialistic society will evolve into the communist society, 
which is the higher phase of communism, the ultimate goal of the Com¬ 
munist party. When this stage is reached, the coercive authority of the 
state will no longer be needed, for everyone will now voluntarily participate 
in the cooperative commonwealth. The political state, which they regard 
as an organization of force set up by one class to dominate another, will 
“wither away,” for society will now be “classless.” By this time, the greater 
efficiency of collectively organized production will have made goods so 
abundant that there will be plenty for everybody. Then the communistic 
principle of “from each according to his ability, to each according to his 
need” will prevail. This means that there will be no wage system, no price 
system, no money, and no free exchange. Each will.contribute his portion 
to the common stream of income, and share in it according to his needs. 

The Soviet Government. —Soviet Russia is in reality not a single nation, 
but a federation of states, with the title “Union of Socialist Soviet Repub¬ 
lics” (USSR). The Union consists of a number of “Constituent Republics,” ^ 
each in itself a federation of lesser republics, which together make up most 
of what was formerly the Russian Empire. Taken together, these states 
comprise an area of over eight million square miles (more than twice the 
size of the United States), with a population of over 200 millions. These 
republics possess autonomy only with regard to purely local matters, and 

^ There are now (1947) sixteen of these, viz: Russia, White Russia, Ukrainia, Azerbaijan, 
Georgia, Armenia, Turkoman, Uzbek, Tajik, Kazak, Kirghiz, Lithuania, Latvia, Estonia, Mol¬ 
davia, and the Karelo-Finnish Republic. The last Eve were acquired in 1941 by forcible 
annexation. 
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since one, the Russian Socialist Federated Soviet Republic, contains more 
than half of the nation’s total population, a high degree of centralization is 
secured. 

Desiring to create a workers’ state, the communist leaders hit upon the 
already existing workmen’s soviets as the nucleus of their scheme. The 
soviet is simply a local workers’ council,^ not unlike the central labor unions 
of American cities, consisting of delegates from different factory and shop 
workers. “Workers” includes mental as well as manual laborers, and pro¬ 
fessional men as well as wage-earners in the narrower sense. Such a soviet 
constitutes the local unit of government in each city or village. Above the 
city and village soviets there is a hierarchy of superior bodies, known as 
Congresses of Soviets, governing the larger areas, such as districts, provinces, 
and states. These congresses are made up of delegates elected from, and 
by, the local soviets or subordinate congresses. The whole structure is 
crowned by a directly representative national parliament, or Supreme So¬ 
viet, which meets twice yearly. It consists of two chambers—the Council 
of the Union and the Council of Nationalities. The two latter bodies each 
consist of some 600 to 700 members, those of the Union Council represent¬ 
ing electoral districts (of which there is one to about every 300,000 inhabi¬ 
tants), and those in the Council of Nationalities representing the various 
states that comprise the union (such as the union republics, the autonomous 
republics, and the national regions). A majority of both houses is required 
for the enactment of proposed legislation. Should they experience inability 
to agree, new elections will be held. 

Meeting in joint session, the Supreme Soviet elects a Presidium of forty- 
two members, which assumes legislative and administrative functions when 
the Supreme Soviet is not in session. The responsibility for the execution 
of existing legislation is in the hands of the Council of People’s Ministers. 
The ministers are the heads of the various executive departments. They are 
appointed by, and are responsible to, the Presidium and the Supreme Soviet. 
There are two types o^ ministries—the All-Union, which handle matters of 
concern to the entire nation, such as defense, foreign affairs, communica¬ 
tions, etc.; and the Union-Republic, which handle matters in which the 
problems dealt with may differ in character in the v^arious localities. 

In the original constitution of 1918, voting was restricted to members 
of the working class, broadly construed. All workers (of both sexes) over 
eighteen years of age could vote, but employers of labor, private merchants, 
priests, all those who lived on property incomes, and certain others were 
disfranchised. Moreover, the system of representation was such that the 
preponderance of power in the higher legislative bodies was given to the 
city workers, and the elections were so manipulated as to keep the com¬ 
munists in office. In 1936 a new constitution, which is still in effect, was 

^Soviet is the Russian word for council. 
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adopted. It was heralded as inaugurating a more democratic system. The 
suffrage was extended to all citizens eighteen years or more of age, and direct 
election to all legislative bodies was substituted for the methods of indirect 
election that had previously been in effect. This constitution also contains 
provisions intended to guarantee freedom of speech and other civil liberties to 
the people, but these rights exist only on paper. The government is, in fact, 
a rigid and ruthless dictatorship of the Communist party. No other political 
parties are tolerated, no opposition candidates are permitted to offer them¬ 
selves at elections, and the press, radio, schools, and public meetings are 
strictly controlled. Dissenters are implacably hunted out by the ever-present 
secret police, and are dealt with mercilessly. 

The Period of Military Communism (1917-1921). —When the bolshevists 
first came into power in 1917, Lenin offered other leftist parties representa¬ 
tion in the government, and he appealed to former property owners and 
industrial managers to cooperate in a program of gradual socialization. 
However, instead of collaborating, the dissident elements organized an ac¬ 
tive rebellion which plunged the nation into civil war. They were aided 
by armed invasion of the country, financed by capitalistic foreign govern¬ 
ments who feared the rise of collectivism in Europe. To meet this emer¬ 
gency, the communists embarked upon military, political, and economic 
measures designed to put an end to all opposition. This period was there¬ 
after known as the period of military (or war) communism. 

The land of the aristCKrats and of the church was confiscated and di¬ 
vided among the peasants. The large industries, and some of the smaller 
ones, were taken over by the state without compensation to their former 
owners. The banks and all retail shops were also nationalized. In order to 
meet the financial needs of the moment, the government resorted to drastic 
monetary inflation. It did this with more reckless abandon than any other 
government, because it was its deliberate intention to wreck the monetary 
system in order to get the people to accept more readily a communistic 
system of moneyless accounting and barter. It issued paper rubles in such 
enormous quantities that, by 1923, the number had reached the incredible 
figure of nearly two quadrillions (2,000,000,000,000,000),^ which sent prices 
spiralling to dizzy heights. Meanwhile strenuous efforts were made to set 
up the banks and other institutions as central accounting agencies and clear¬ 
ing houses, whereby the use of money might be reduced to a minimum. 
Carrying out the same idea, the government attempted to minimize the 
system of money wages by a policy of labor conscription, in which workers 
were drafted like soldiers, and by the payment as far as possible of wages 
in kind. In similar manner, the peasants were forced to feed the city popu¬ 
lations by means of grain requisitions, which were forced upon them. 

This period was also characterized by a radical international policy. The 
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communists repudiated the foreign debts which had been incurred by czarist 
Russia, and they engaged in communistic propaganda abroad in the hope 
of getting other countries to join the revolution. The result was just what 
might have been expected. Other governments refused to recognize them, 
and took measures to secure their overthrow (which, however, were un¬ 
successful). 

To meet this threat from without, the communists organized a strong 
“Red army,” which succeeded in repulsing the invaders. To crush the re¬ 
bellion at home, they embarked on a campaign of “red terror” that became 
notorious throughout the world. Many persons were executed, while others 
were exiled or imprisoned. Members of the aristocracy were slain, driven 
out of Russia, or cowed into submission. So the dictatorship was main¬ 
tained, and the communist regime became securely established. 

Economically, the period of military communism was one of complete 
failure. Industry went into a state of almost total collapse. The railroads 
were broken down, unemployment was rife in the cities, feeding of the 
urban populations was difficult, government finances were demoralized. 
The whole economic life of Russia was practically in chaos. 

The New Economic Policy (1921-1927). —The communist leaders, espe¬ 
cially Lenin, were frank in acknowledging their mistakes, and quick to 
compromise with their ideals when the situation demanded it. Accord¬ 
ingly, in July, 1921, a New Economic Policy, popularly known as NEP, was 
inaugurated, which involved a partial retreat from communism. Some pri¬ 
vate trade and industry were again permitted, and individual shops and 
factories were allowed to reopen in competition with the government estab¬ 
lishments. The cooperative stores were given more liberty of action than 
before, and the strong centralization of industry was somewhat relaxed. 
Workers were no longer conscripted. Instead, they were permitted to en¬ 
gage in employment on the basis of contracts, fixed by collective bargaining 
between their unions and private or state employers, but subject to certain 
regulations. With this there came a more general use of money wages, 
instead of payment in kind. To overcome the opposition of the peasants, 
the forcible requisitioning of grain was abandoned, to be replaced by a ten 
per cent tax on their gross production. However, the urban workers were 
treated so much better than the peasants that there was a migration from the 
country into the cities to take advantage of the artificially inflated wages 
there. Urban industry was not developed to absorb this influx of popula¬ 
tion, and unemployment resulted. 

To improve their trade relations with other countries, and to secure 
foreign capital, the communists adopted a more conciliatory foreign policy, 
and offered concessions to foreign capitalists for the exploitation of valuable 
resources, such as mining, lumbering, and even some manufacturing. Be¬ 
cause of the risks involved, however, and because the Soviet government 
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wanted to maintain control over the concessions, foreign capitalists took 
advantage of them only to a very limited extent, and most of the conces¬ 
sions that were granted have since terminated. 

Finally, the communists set about the gradual restoration of a sound' 
currency, so that by 1924 a stable monetary system had been achieved. The 
worthless paper rubles were replaced by a new monetary unit, the cher¬ 
vonets. An idea of the terrific depreciation of the paper rubles may be 
gained from the fact that when they were finally withdrawn, they were 
redeemed at a rate equivalent to about one five-billionth of their nominal 
value! The term ruble is still applied to the chervonets. 

It is apparent that the New Economic Policy represented a sharp rever¬ 
sal of the extreme communism of the preceding period. The inexorable 
logic of events had compelled the communists to give heed to many eco¬ 
nomic laws which they had previously held in contempt, as the product 
of “bourgeois economists.’’ They learned that it was not easy to abolish 
overnight the system of free exchange, money, and the price system. They 
learned that, unless they could make people more socially minded, it would 
be difficult to secure productive efficiency without paying profits to indus¬ 
trial leaders, and without paying money wages to the workers which they 
might spend as they pleased. They therefore resorted to the capitalistic 
expedients of money, free exchange, some free enterprise, and the wage 
system to accomplish the economic restoration of Russia. 

The New Economic Policy was regarded by the communist leaders as a 
strategic retreat, rather than as an abandonment of their program. Accord¬ 
ingly, while soviet industry and agriculture were being rehabilitated rapidly 
under the stimulus of individual initiative and private enterprise, the gov¬ 
ernment was laying the foundations for a more carefully considered social¬ 
istic offensive. State and cooperative industry were more cautiously pro¬ 
moted, while private trade was again curtailed. Meanwhile, the government 
maintained its complete monopoly of transportation, banking, and foreign 
trade. 

By 1927, production had attained its prewar level, so that the so-called 
period of rehabilitation under the New Economic Policy was concluded, 
and the period of reorganization and reconstruction along socialistic lines 
was begun. The failure to attract foreign capital through concessions left 
the government free to pursue its policy of socialistic reorganization without 
possible foreign complications, and it proceeded to do so. Since then, the 
process of socialization has been brought to a point where more than 99 
per cent of the national income is produced by enterprises that are col¬ 
lectively owned and operated. 

Economic Planning in the Soviet Uniom—Although the administration 
of the vast state industrial organization was considerably decentralized un- 
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der the New Economic Policy, a significant effort was made as early as 
1921 to coordinate the industrial activity o£ the whole nation according to 
a definite plan. In the previous chapter we learned that this idea of a 
centrally planned industry is one of the most interesting possibilities of 
collectivism. It becomes an economic necessity when the objectives of eco¬ 
nomic activity are no longer the quest for profits under a competitive price 
economy. To carry out the idea of planning, the Soviet government set up 
a State Planning Commission (usually referred to as the Gosplan), with 
a central office in Moscow and branches and agents all over the country. 
It is an advisory, rather than a law-making body, but it has great influence, 
and to a considerable extent shapes the important economic policies of the 
government. The Gosplan has a central council, composed of experts along 
various economic and technical lines, and a number of subcommissions. 
Thousands of employees are included in this organization. The State Plan¬ 
ning Commission gathers statistics from all over Russia. By their aid, it 
works out a sort of yearly industrial budget for the nation, appraising the 
needs and possibilities for this or that branch of production, and devising 
longer programs, projecting for five-year periods the reconstruction and 
improvement of all economic activity. In this work it cooperates with other 
departments of the government and with the various more or less self- 
governing industries. The Gosplan cc^rdinates the work of a number of 
bureaus or sections, each of which performs its specific functions in connec¬ 
tion with the preparation of the annual control figures, as well as the more 
comprehensive five-year plans. Planning is by no means limited to the 
economic sphere. Among the forty-odd departments of the State Planning 
Commission, are those dealing with such matters as health, science, art, 
and education. 

Since Russia was considerably behind the great capitalistic nations in its 
industrial development, the communists realized that they could not hope 
to equal the productive performance of the latter, and raise the standards 
of living of the Russian people to a superior level, until the country was 
provided with more power plants, factories, railroads, improved highways, 
and other capital equipment. Therefore the First Five-Year Plan (1929- 
1933) stressed the production of heavy industry, especially iron and steel. 
To do this, an unusually large percentage of the national effort had to be 
devoted to producers’ goods at the expense of consumers’ goods, of which 
there was, consequently, a marked scarcity during this period. This con¬ 
stituted a kind of forced saving, imposed on the people by the plan. The 
Second Five-Year Plan (i933'i937) again emphasized producers’ goods, 
especially motor-trucks, tractors, airplanes, and electrical appliances. By 
this time, however, it was possible to increase somewhat the output of 
consumable commodities. These more than doubled during this period, 
but even with this increase, standards of living remained low by western 
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standards. The Third Five-Year Plan, scheduled for 1937 to 1942, had pro¬ 
jected a marked increase in all branches of production, with special stress 
on the development of fuel, power, chemicals, and housing; but this was 
interrupted by the Second World War, into which Russia was plunged 
by the Axis invasion in 1941. 

In this invasion, much of the richest and most developed territory of 
the Soviet Union fell into German hands. The communists had to turn 
all their energies toward resisting the attack. Factories had to be moved 
inland, and production had to be diverted from the production of peace¬ 
time equipment and consumable goods to making airplanes, tanks, artillery, 
and other munitions of war. The standards of living of the people again 
suffered a sharp decline, and the nation went through a period of great 
poverty and terrific loss of life. After the war, an immense task of recon¬ 
struction confronted the government, and the plans had to be directed to 
that end. At the same time, Stalin announced a policy of increasing mili¬ 
tary strength which will require that for some years to come a considerable 
part of soviet production will continue to be devoted to military supplies. 
So it seems likely that it will be a long while before the collectivized industry 
of the Soviet Union will bring to its people the benefits of a standard of 
living comparable to that which prevails in those countries where capitalism 
has attained its highest development. 

Notwithstanding this unfavorable outlook, the soviet system of general 
economic planning must be credited with a very substantial achievement 
For one thing, it has abolished both economic depressions and unemploy¬ 
ment. There has been a shortage of labor ever since 1931. In the quarter 
century from 1913 to 1938, it increased the industrial output of the nation 
ninefold, and brought Russia’s production of nonagricultural goods from 
2.6 per cent of the total for all the large nations up to 38.2 per cent. By 
1937, it was second only to the United States in quantity of production.^ 
On the basis of this improvement, the soviet planners felt that, prior to 
the war, they were well on the way to that state of economic abundance 
where they could look forward to the early transition of their regime into 
the second phase of communism. This was probably too optimistic a view 
(even if the war had not upset their calculations), but it is evident that 
the accomplishments of the planned economy have made the Soviet Union 
an industrial power to be reckoned with in the world. 

Soviet Industry, Trade, and Finance.— The economic machinery for 
carrying on nonagricultural production consists of great trusts, which are 
really branches of the government. Although to some extent autonomous, 
these trusts are subject to considerable oversight from the central authorities 
in matters of efficiency, development, and profits; and their operations must 

“Ernest J. Simmons, Editor, USSR: A Concise Handbook (i947)» P- 225. The foregoing 
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be conducted so as to conform to the five-year plans. There may be several 
trusts in an industry, but they are organized into a single syndicate for 
the purchase of supplies and the marketing of their products. The direct 
connection between the national government and the operation of the 
various industries is seen in the fact that the Council of People’s Ministers, 
which is the national cabinet, includes ministers for the major branches 
of production. 

Prior to the advent of communism, Russian agriculture was carried on 
partly on large landed estates, under semifuedalistic conditions, and partly 
by individual peasants on small farms, primitive methods being used in 
both cases. The privately owned farms conflicted with communist ideas of 
a collectivist society without any propertied class, and the small output of 
individual strip farming made impossible the agricultural surplus necessary 
to sustain the planned expansion of urban populations. Consequently the 
soviet government took measures to collectivize agriculture. These were at 
first resisted so violently by the peasants as to constitute a veritable rebel¬ 
lion, but the government eventually succeeded in attaining the desired end, 
partly by coercion and partly by persuasion. Today agriculture is almost 
completely collectivized. 

There are three types of farms: First are collective farms, which are 
cooperative ventures in which the peasants have pooled their holdings and 
operate them jointly. These farms must deliver a certain cjuota to the 
government at fixed prices, after which any remaining surplus is distributed 
to the members on a sort of piecework basis. Then there are several thou¬ 
sand large state farms, operated directly by the state. These are highly 
mechanized, and are used as experiment stations and educational centers 
to teach modern methods to members of the cooperatives. Finally, there arc 
machine tractor stations, which provide tractors, combines, and other farm 
machinery to the cooperatives, on a rental basis. The government has suc¬ 
ceeded in mechanizing agriculture to a considerable degree. 

Retail trade is carried on chiefly in consumers’ cooperatives, similar to 
the cooperative stores in this country; but there are also some state stores 
and a few private shops. Basic commodities are sold at prices fixed by the 
government, and are strictly rationed, but there are some things, such as 
surplus foods in the possession of members of the cooperative farms and 
handicraft products offered for sale by individual producers, that sell at 
higher prices. Pricing is not left to the play of supply and demand, but is 
determined by the plans for each industry. Costs arc predetermined by the 
plans, but the price of an article docs not need to cover its costs. The gov¬ 
ernment arranges to sell some products at a loss, for reasons of social 
welfare, while others are sold at a high profit. Since prices so established 
will not equalize demand and supply, there are acute shortages of many 
goods, and it is this which necessitates rationing them. This situation will 
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presumably improve if the program of industrialization eventually reaches 
a point where an abundance of consumers’ goods can be produced. 

The banks are, of course, collectivized. Their operations, too, are gov¬ 
erned by the plans, rather than by the supply of funds and the demand 
for loans. An establishment can borrow funds for such expansion as has 
been authorized by the plans, and to the extent that it is fulfilling its sched¬ 
uled quota. Thus the allocation of credit is a device for carrying out the 
plans. Unlike the practice in the capitalistic banking world, loans are made 
to the buyers of raw materials, equipment, etc., instead of to the sellers. 
There are government savings banks in which individuals can deposit their 
savings, receiving interest thereon. 

The monetary system is a managed one. The ruble, or chervonets, is a 
nominal unit of account, not a fixed amount of any precious metal. Back of 
the monetary system and bank credit there are reserves of gold, silver, and 
platinum, but the volume of currency is determined by the plans, not by 
the size of the reserves. 

Insurance and foreign trade are both state monopolies. There is an ex¬ 
tensive system of compulsory social insurance, but life insurance is optional. 
Foreign trade is in the hands of a minister in the cabinet, and is conducted 
through a state trading corporation in accordance with the central plans. 

Very little private industry remains. It consists of small handicraft shops, 
individual enterprises like taxi-driving and art work, etc. Besides these, 
each peasant has a small piece of land which he can farm for himself, and 
he may sell his products, plus his share of any surplus produced by the 
collective farm in which he is a member, if he desires. The total production 
from all these private sources amounts to less than one per cent of the 
national income. So it can be seen that collectivization of production in 
the Soviet Union is virtually complete. 

Labor and its Remuneration,—The position of labor in the Soviet Union 
is in many ways unique. The great majority of employees in the collectiv¬ 
ized industries are organized into unions. Unlike the unions of capitalistic 
countries, they do not engage in disputes with their employers, and they 
would not be permitted to strike; but they have considerable freedom to 
discuss working conditions, shop efficiency, and the like with plant man¬ 
agers. In this sense only there is a certain measure of industrial democracy. 
The unions are also active in educational, political, and social work. There 
is a central federation of unions which has some influence with the national 
government. 

Wages and working conditions were at one time fixed by collective 
agreements made between the unions and the employing trusts or syndi¬ 
cates, and registered with the Ministry of Labor. They were restricted by 
certain provisions of the Labor Code. However, wages established in this 
way were so high that they put the city workers at too great an advantage 
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relative to rural labor; hence, the government resorted to regulation of 
wages. In spite of the communist belief in equality, it was found necessary 
to establish wage diflEerentials in order to stimulate efficiency. Labor has 
been classified into varying categories of skill and efficiency, with corre¬ 
sponding “wage coefficients.” The differentials have been increased with the 
passage of time, so that some skilled workers now may get as much as 
twenty times the wage of unskilled laborers. Technical experts may get up 
to thirty times as much as the unskilled, according to their rating. These 
differentials apply to time wages, but some 85 per cent of the workers are 
now on a piece-wage basis, which enables them to make earnings based 
upon their actual output. Under the leadership of a miner named Stak¬ 
hanov, there has been an efficiency drive comparable to the scientific man¬ 
agement movement in this country, which, on the basis of a task and bonus 
system of wage payments, has greatly increased the earnings of the more 
competent workers, and has led to a great increase in production. Plant 
executives are paid salaries based on the relative scarcity of their particular 
kind of skill, and they, too, can earn a bonus if their plants fulfill or surpass 
the tasks allotted to them under the plans. This comes out of a so-called 
manager’s fund, which is somewhat analogous to profits in the capitalistic 
system. The fund is shared with the workers, but the managers can keep 
a considerable portion for themselves. 

It will be seen from this account of wages and salaries that a consider¬ 
able degree of inequality exists in the Soviet Union today. Managers on 
some of the collective farms have made fortunes running into hundreds of 
thousands of rubles in some cases, and it is not unusual for plant executives 
to receive salaries and bonuses aggregating tens of thousands of rubles 
annually. Besides this, high government officials enjoy certain perquisites 
of their offices, such as the use of fine automobiles, handsome living quar¬ 
ters, etc., which distinguish their lot markedly from that of the average 
worker. Distinctions of wealth are at present somewhat modified by the 
fact that consumers’ goods in the Soviet Union are still so scarce that basic 
necessities have to be rationed. Luxury items, and any surpluses of ordinary 
goods that may be available in the so-called commercial stores, are sold at 
prices so high that the extra money incomes enjoyed by the rich are to 
some extent offset. 

In addition to their money wages, the workers receive many benefits 
that amount to free income. These include cheap housing, free tickets for 
excursions and entertainments, free vacations (including transportation and 
hotel accommodations), recreational facilities, and the like. There is also 
an extensive system of social insurance. Since the government is a workers’ 
government, it is genuinely concerned with the welfare of labor. 

An ugly feature of the regime, however, is the presence of a large mass 
of slave labor. This consists of the inmates of the concentration (“corrective 
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labor”) camps in which political prisoners and criminals are confined. 
These camps are scattered throughout the country, and it is estimated that 
the number of their inmates runs anywhere from five to fifteen million 
persons. The majority of these are persons who have been ferreted out by 
the secret police as suspected opponents of the communist regime, and 
sentenced arbitrarily to long terms without public trial or any opportunity 
to defend themselves by ordinary legal procedures. These slaves are used 
as “pick and shovel” labor in the mines, for railroad building, and other 
heavy construction work. Conditions in the camps are brutal and revolting 
beyond description, rivalling the notorious concentration camps of the 
Nazis. There are no gas chambers or mass executions, but the death rate 
is terrific, and few of the unfortunate victims survive for very long. Such 
is the nature of communist dictatorship! 

The Educational, Social, and Religious Program.—Communism is more 
than an economic program. It involves sweeping social reforms as well. 
It is interesting to note what the Soviet government is doing in matters 
of this kind. 

Russia was always a nation of extreme illiteracy. Most of its people were 
ignorant peasants, without even the rudiments of an education. The com¬ 
munistic theory of evolution requires an intelligent working class. There¬ 
fore the communists have resolutely set about the upbuilding of a universal 
school system, under the supervision of the Ministry of Education. It is 
generally agreed that the government is pushing the extension of this system 
quite rapidly, with the object of banishing illiteracy as soon as possible. 
Attention is also paid to art, music, the drama, and other cultural needs. 

An equally energetic effort is being made to combat disease and dirt, 
both of which have heretofore been a great curse in Russia, especially among 
the peasantry. 

The impression quite generally prevails in this country that the institu¬ 
tion of marriage has been deliberately destroyed by the communists. This 
is not the case; but it is true that there have been some modifications in 
the status of matrimony. Religious marriages are not recognized, the only 
legal ceremony being a civil one; but this is a rule which prevails in many 
noncollectivist countries. Divorce can be freely obtained, without giving any 
reason for it, if both parties consent. Family life is somewhat different 
from that to which we are accustomed. The home is not as important a 
factor in the lives of the people, partly because the housing situation has 
been so acute that families were very much crowded, and partly because 
the workingmen s lives have been so filled with the new activities of clubs, 
political meetings, lectures, evening classes, theatres, concerts, etc. It is 
apparent that these features are going to make profound changes in the 
social life and institutions of the people. 

It is true that the communists have carried on an antireligious propa* 
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ganda. While there is complete religious toleration (so long as the church 
does not become a center for antirevolutionary activity), the communists 
do not approve of religious organizations, and have deliberately tried, in 
the schools and elsewhere, to break down religious beliefs. In spite of the 
antichurch propaganda, observers report that religion still has a strong hold 
on the Russian people. The Orthodox Church still survives, but its property 
has mostly been confiscated, and its priests, who were formerly paid by the 
czarist government, must now be supported by their congregations with 
voluntary contributions. 

In a sense, communism is itself a religion. The writings of Marx and 
Lenin are its bible, and their teachings are its creed, which is held to with 
the same fanatical tenacity as the creeds of religious zealots. It has ideals 
which are enthusiastically propagated, and it demands that its adherents 
follow its teachings and put their allegiance to the communist state above 
all other values. Like the churches, again, it has its missionary movement 
which is endeavoring (through die communist parties in every land) to 
spread the gospel of communism throughout the world. 

Soviet Foreign Policy.—This religious fanaticism supplies the key to 
Soviet foreign policy. Capitalism is the Satan chat must be overthrown. 
Marx taught that capitalism must eventually destroy itself. Communists 
consider it their duty to hasten this destruction, and to organize the work- 
ers of the world in a collective commonwealth. The communists of Russia 
have never given up the idea of world revolution. And they believe it must 
come by violence because the capitalists will never give up their power 
voluntarily. So, the Russians believe that a war with the capitalistic powers 
must come sooner or later. Their policy is predicated on this basis. 

Coupled with these ideological notions are two other factors that in¬ 
fluence their attitude toward other nations. We must realize that the Soviet 
Union has twice been invaded by foreign armies since the revolution of 
1917—once by the White Russians and their foreign allies, during the period 
of war communism, and again in the Second World War, by the armies 
of the Axis powers. These two experiences seem to them to confirm their 
view that the rest of the world is hostile. The other factor is their profound 
ignorance of the nature of western democracy. Their ideas about capitalistic 
and democratic institutions are based on dogmas, rather than on intimate 
acquaintance with actual life in such countries as Great Britain and the 
United States. Again like some churches, they believe in the rightness of 
their own interpretations so strongly that they do not want to find out, nor 
let their people find out, what other systems and other countries are really 
like. They do not encourage a free interchange of ideas or of visitors. 
Shielded behind an “iron curtain” that shuts out the outside world, their 
own people are given only censored news, which greatly distorts the truth, 
and when their representatives are sent abroad for any reason, they are 
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closely watched. If they show signs of becoming too friendly with foreign¬ 
ers, or of becoming imbued with tolerant ideas, they are quickly recalled 
to the homeland, and demoted from positions of influence. Cooperation 
docs not thrive in such an atmosphere of fear and studied misunderstand- 
ing. 

So, the idea of genuinely working together with the capitalistic world 
is viewed as an impossibility. Every act of the foreigner is looked upon 
with suspicion. This explains the attitude of Russian representatives in the 
United Nations. It accounts, too, for Soviet expansion in eastern Europe. 
This is the communists’ way of protecting their nation from the expected 
capitalist attack, and at the same time of promoting the world communist 
revolution; for every new territory gathered into the orbit of Soviet in¬ 
fluence is a step toward the widening spread of communism. Meanwhile, 
the communist parties everywhere represent the advance guard of the 
revolution, preparing, under the guidance of Moscow, for the communivSts 
to seize the power when capitalism collapses in the various countries, as they 
confidently expect it to do, one by one. 

B. Fascism 

The Origins of Fascism.—The working-class unrest and discontent, 
which, in Russia, led to the revolution of 1917, was not absent from other 
European countries. In the period between the two world wars, this unrest 
was translated into support, in the political sphere, of the Social Democratic 
and newly formed communist parties of Europe. In Germany the Social 
Democrats constituted the predominant party in the new republic. In Hun¬ 
gary the communists held control of the government for a brief period in 
1919. The Social Democrats gained office in Vienna, where lived two-thirds 
of the population of the greatly reduced state of Austria. The 1919 elections 
in Italy gave the Socialist party the largest number of seats in the parlia¬ 
ment. Elsewhere the politically organized strength of the working class 
was demonstrating a marked increase in power. 

Dedicated, as it was, to a fundamental change in the economic balance 
of power, and constituting a not inconsiderable threat to long established 
property rights and vested interests, it is not surprising that this collectivist 
trend aroused a very real fear in the minds of the middle and upper classes of 
Europe. From the creation of this fear it was but a short step to the forma¬ 
tion of an organized opposition to the collectivist movements. To be effec¬ 
tive, this opposition had to succeed in winning a degree of mass support by 
promises of aid to the working class and, at the same time, enlist the sup¬ 
port of the middle and upper classes by its opposition to the program of the 
collectivist parties. Appearing first in Italy and later in other countries, 
where it assumed slightly different forms, this movement of reaction 
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against the spread of collectivism is now called by the general term fascism. 
Beginning with Mussolini’s march on Rome in 1922, fascism soon spread 
throughout central Europe, and even made its influence felt in Central 
and South America. It still prevails in Spain and Argentina. 

The Philosophy of Fascism.—Whereas the communist experiment in 
Russia was an attempt to carry out a philosophy which had been pro¬ 
pounded in large measure over fifty years before the revolution, the fascist 
experiment rests on no such clearly formulated program. The product of 
peculiar postwar conditions, largely anti-intellectual, opportunistic in meth¬ 
ods, it has tended to minimize the importance of a theoretical basis. How¬ 
ever, regarding Italy and Germany as the outstanding examples of fascism 
in action, it is possible to discover and indicate certain characteristics of 
the movement which appear to be possessed by it in whatever country it 
succeeds in establishing itself. 

Fascists are severe critics of political democracy. Their emphasis is upon 
the duties of the individual rather than upon his rights. The mass of the 
people is regarded as fit only to be led. In support of their opposition to 
democracy, they point to its hesitancy, partisan political bickerings, and 
time-consuming debates. These characteristics of the democratic process, 
considered in connection with the fascist conception of the state, appear to 
constitute insurmountable obstacles. For fascism has developed the idea of 
the totalitarian state. The state to the fascist is absolute. It is not merely the 
sum of the individuals who compose it; it is something above any in¬ 
dividual, having a life and being of its own. It recognizes no power greater 
than itself. Moreover, it admits of no field from which the state shall be 
excluded, nor even in which it shall exercise a divided sovereignty. Thus 
it insists upon exerting its domination over educational, religious, scientific, 
and artistic institutions. All national institutions and agencies exist for the 
service of the state alone. The highest obligation and duty of the individual 
is a contribution to the power and unity of the state. The only right which 
the individual, as such, possesses is the right to assist in the strengthening 
of the state. 

This emphasis on the supremacy of the state is inevitably accompanied 
by an extreme nationalism. Here is a clear contrast to the class internation¬ 
alism of collectivism. Fascism stresses the purely national virtues, in many 
cases developing likewise an acute racial consciousness. This last was especi¬ 
ally true in Germany, where the fascistic Nazis extolled the virtues of the 
fallaciously supposed “pure Aryan” race, and proceeded to exterminate the 
Jews in a diabolical manner. Flowing from the nationalistic spirit is an 
expansionist sentiment in the form of an extreme imperialism. Fascism 
has nothing but contempt for pacifism. War and the pursuits of war are 
glorified. In battle for the state, the individual, as a soldier, find his great¬ 
est glory and satisfaction; thus he fulfills the highest privilege which is 
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accorded him. International relations rest not upon a basis of international 
law and morality, but upon the test of military prowess. Strength alone 
gives a nation the right to possess territory. It forfeits its right to such 
possessions as it cannot defend. Thus the fascist philosophy leads its follow¬ 
ers to seek that continuous national expansion which its conception of power 
politics serves to justify. 

The Economic Aspects of Fascism.—Presenting itself as a defender of 
the nation against the revolutionary implications of communism, fascism 
pays lip service to capitalism, particularly the capitalism of earlier days. 
Relying upon the upper class and the small property-holding middle class 
for the bulk of the support which it requires to achieve power, it calls for 
the preservation of the institution of private property which communism 
threatens. In practice, however, traditional, liberal, laissez-faire capitalism 
almost completely disappears under fascism. While private enterprise is 
stated to be the most effective method of production and distribution, the 
exercise of a considerable degree of state regulation is considered essential 
for the promotion of economic stability and the full utilization of produc¬ 
tive resources. A unified and centrally directed economic program is re¬ 
garded as essential. Thus every privilege accorded to private property is 
hemmed about with qualifications. 

The fascists regard the sole function of an economic system to be service 
to the state. As a consequence, private initiative is left unfettered only so 
long as it operates in a manner satisfactory to the government. The private 
enterpriser is held responsible to the state for the direction given to produc¬ 
tion. When private initiative is lacking, or is regarded as inefficient, state 
intervention is permitted. Since the state is the sole judge as to whether 
private enterprise is or is not efficient, we find that in reality the rights of 
private enterprise arc very uncertain. The power of the state in economic 
matters is supreme, and property is left in private hands upon the condi¬ 
tion that it be used in accordance with the direction of the state—which 
means, of the governing authorities. 

The state assumes the right to distribute the essential factors of produc¬ 
tion and to direct the flow of raw materials and credit. It requires the 
securing of a license before new plants can be erected or old ones expanded. 
It assumes the right to fix wages, rents, interest rates, and, in certain cases, 
commodity prices. The agriculturist must look to the state for instruction 
withk regard to the crops which he shall raise, where his product may be 
sold, and the price he may charge. In these respects fascism bears some 
resemblance to state socialism, but without either its democracy or its in¬ 
terest in the welfare of the workers. Certainly it cannot be regarded as 
preserving the institutions of capitalism, as in the beginning it pretended 
to do. 

Severe limitations upon the free exercise of private initiative would 
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appear inevitable when it is realized that the primary aim of economic 
activity under fascism is not the attainment of the highest possible standard 
of living, as presumably it is under both capitalism and collectivism, but a 
continuous increase in the military power of the state. With this as its objec¬ 
tive, the fascist state operates always on a basis of wartime economy. 
Productive factors are diverted to armaments at the expense of consumers’ 
goods. A considerable proportion of the national income is devoted to the 
maintenance of a large army and the financing of imperialistic adventures. 
At the same time, it lays stress on the rapid growth of population as a 
means of building up a large army and so strengthening the nation. The 
extreme nationalism of the fascist state impels it to seek a maximum of 
self-sufficiency, so that it may become economically independent of other 
nations. Thus it is compelled to sacrifice the advantages of geographical spe¬ 
cialization and foreign trade. Concentrating its productive efforts in many 
fields to which it is ill-adapted, it suffers, of necessity, a reduction in the 
standard of living of the people. Faced with the utter impossibility of 
meeting many of its needs by means of domestic production, it turns to the 
discovery of substitute products and the development of synthetic materials 
and commodities. The result of all these practices is a reduction in the 
quantity and quality of such goods as are produced, and a sharp decrease 
in the real income of the people. Overpopulation, resulting from the en¬ 
couragement given to a high birth rate, aggravates this decline. 

The changed goal of the economic system, together with the limitations 
upon private initiative, forced the fascists, like the communists, to seek a 
new incentive for economic activity. This new incentive is provided by 
their nationalistic glorification of the state. The population is exhorted to 
choose bullets, the symbol of the power of the nation, in preference to 
bread, the symbol of mere individual well-being. Material concessions in 
the way of living standards are demanded in the interests of the state. 
Spartan self-sacrifice is regarded as one of the highest virtues, when the 
consequence is the increased military might and self-sufficiency of the 
nation. 

Fascism in Italy.—The government of fascist Italy represented centraliza¬ 
tion of power carried to an extreme. Nominally a monarchy, the supreme 
governing body of the country was a cabinet composed of the heads of 
fourteen ministries. The ministries were appointed by the king upon the 
recommendation of the Prime Minister, Mussolini. Since there was nothing 
to prevent the Prime Minister from recommending himself, Mussolini 
usually held half or more of the cabinet posts. The principal official in each 
of the ninety-two provinces was a prefect appointed by the Minister of the 
Interior, who was Mussolini. The podestas, most powerful municipal of¬ 
ficials, were likewise appointed by the Minister of the Interior. There was 
an elected Chamber of Deputies, but the voters were given the right merely 
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to accept or reject a single hand-picked list of four hundred names which 
was presented to them. The chamber never had any role other than that 
of a rubber stamp. In fact, the chamber dared not even discuss a matter 
without the approval of the Prime Minister. Only one political party was 
allowed, the Fascist. It was, if possible, even more inextricably linked with 
the government than is the Communist party in Russia. The Grand Coun¬ 
cil was the highest organ of the party, and to it was accorded the privilege 
of selecting the candidates for the chamber whose names should be sub¬ 
mitted to the voters. To it was also given the right to select the successor 
to Mussolini. 

Fascist Italy’s principal contribution in the economic field was the de¬ 
velopment of the corporative structure. Twenty-two corporations were set 
up in various industries, trades, and public services. These corporations 
were presided over by councils composed of employer and employee repre¬ 
sentatives, technical experts, and Fascist party representatives. The presi¬ 
dent of each council was Mussolini, acting this time in his role of Minister 
of Corporations. The various councils, joined together, constituted the Na¬ 
tional Council of Corporations. The corporations were charged with the 
responsibility for the improvement and development of production in their 
particular fields. It should not be thought, however, that these councils were 
independent, deliberative bodies. They, too, were caught in the web of 
fascist centralization, and were officially dependent upon the Ministry of 
Corporations. 

In addition to the corporate structure, fascist Italy created nine so-called 
confederations, which were charged with the establishment of employer- 
employee relationships, and the formulation of labor contracts. In each of 
the branches of production, classed as industry, agriculture, commerce, and 
credit and insurance, there were two confederations, one representing the 
employers, the other the employees. A single confederation existed for 
professional workers. Again the ever-present hand of the state was seen, 
for, while the confederations could elect their own officers, those chosen 
must be approved by the Minister of Corporations and were removable by 
him. Further, when labor disputes arose, strikes and lockouts were for¬ 
bidden. The controversy must be referred to a Labor Court, whose mem¬ 
bers were appointed by the state. The findings and decisions of this court 
must be accepted. When it deemed necessary, the court was also em¬ 
powered to write a labor contract, which was binding upon both employers 
and employees. 

German National Socialism.-— -Although adopting the name National 
Socialism, the Nazi government of Germany possessed all the general char¬ 
acteristics of fascism, as already set forth. It secured the centralization of 
political power by making the national cabinet, headed by Hitler, the sole 
possessor of legislative and executive authority in the entire nation. State 
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legislatures were abolished, and even municipal authorities were directly 
responsible to the national government. Again there was but a single politi¬ 
cal party, this time the National Socialists. Again there was a parliament, 
the Reichstag, totally devoid of all power. In Germany the nationalistic 
fervor was carried to even greater extremes than in Italy. Not content with 
mere economic independence, the German state laid claim to racial and 
cultural independence and superiority as well. This belief found expression 
in ruthless persecution of the Jews and in a vigorous attempt to establish a 
purely nationalistic religion. 

Attaining power much later than the fascists (1933), the National Social¬ 
ists did not develop so coherent a philosophy and program. In general, 
however, they were moving in the same direction. The “estates” established 
in agriculture, industry and trade, transportation, handicrafts, and labor 
possessed certain characteristics which made them comparable to the Italian 
corporations and confederations. These estates were charged with the plan¬ 
ning and control of economic activity, including the problems of labor 
relations, in their respective fields. 

An Appraisal of Fascism.—It must be admitted that, from the point of 
view of getting a political or economic task accomplished, fascism, with 
its undivided authority, is more efficient than a democracy. But the strength 
of a democracy may lie in its very weakness. The choice of the task to be 
done and the policy to be followed is one of very great consequence, and in 
a system which recognizes individual rights, these choices are made by the 
citizens or their representatives. Those who believe in the importance and 
dignity of the individual will not readily sacrifice this democratic method of 
policy determination for the sake of increased mechanical efficiency. This 
reluctance would be increased when, as under fascism, the efficiency secured 
by the sacrifice of individual rights is not utilized for the increased well¬ 
being of the population, but merely to further the might of a state which 
lays claim to an existence apart from its citizens. 

The fascist glorification of war forced dictatorships and democracies 
alike to dissipate a large portion of their productive resources in the manu¬ 
facture of armaments, and thereby delayed indefinitely the further progress 
of social legislation and reform. It reduced markedly the volume of inter¬ 
national trade and forced all countries to abandon, to a greater or lesser 
extent, the concentration of productive agents in those fields where they 
could be utilized most effectively. The general breakdown of world trade 
for which these policies were partly responsible was a leading cause of the 
depression that prevailed everywhere during the two world wars. 

The heavy expenditures for military preparations unbalanced the gov¬ 
ernment budgets badly in both Italy and Germany. To meet the deficit, the 
currency was inflated. As a result, prices rose faster than wages, with a 
consequent reduction in real income for the mass of the populations. The 
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shortage of supply in the case of certain consumers’ goods was very serious. 
The people were forced to employ, in many cases, inferior substitute com¬ 
modities. It must also be realized that employment and incomes were 
largely dependent upon the armament industries and military service. In 
view of the financial condition of the governments, it is doubtful how long 
such heavy expenditures for these nonproductive purposes could have con¬ 
tinued. Should they have ceased, there would probably have been so pre¬ 
cipitous a decline in the standard of living that the position of the rulers 
would have been seriously endangered. The fascist dictators attempted to 
meet internal unrest by embarking upon expansionist adventures in order 
to divert the population from their immediate problems. The time had to 
come when further attempts at expansion must meet with the determined 
opposition of the democracies. It did come, and the Second World War 
was the result. The defeat of the Axis powers put an end to fascism in 
Germany and Italy. 

C. The Alternative Systems 

The Fascist and Communist Conceptions of the State.—Fascism and 
communism are frequently grouped together as totalitarian systems. They 
are alike in that both their governments arc one-party dictatorships in 
which the masses are completely subservient to the state. In both there is 
complete absence of political democracy. In both the ruling party maintains 
its power with an iron hand, civil liberties are suppressed, and suspected 
dissenters are ferreted out by a secret police and summarily dealt with. 
The term totalitarian can perhaps be applied to them both, in that each sets 
up a philosophy and a policy that are regarded as supreme values that must 
command the complete allegiance of the people—above their allegiance to 
their church, their fellow individuals, and even the members of their own 
families. 

Yet their two conceptions of the state are very different. To the fascists 
the state is a superior entity, an end in itself, which is above the people. 
It is to be preserved and glorified. To the communists, the state is an organ 
of class oppression, eventually to wither away and disappear. Before being 
seized by the communists, it was, to their view, an organ of the capitalist 
class to hold the workers in subjection and permit them to be exploited. 
After the seizure, it is an organ used by the communists, as representatives 
of the working class, to hold the capitalists in subjection and establish the 
rule of the proletariat. It is to remain such only as long as may be neces¬ 
sary to create the classless society. When that goal has been reached no 
coercive state is to remain, but only voluntary collective organizations to 
carry out the common will. In the meantime the Communist party is sup¬ 
posed to administer the state as a kind of trust, to promote the welfare 
of the workers and to bring the classless society into being. This is very 
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different from the fascist idea that the state is a supreme good in itself, to 
which the people have only duties, instead of rights. 

Both concepts arc a threat to the peace of the world; for the fascistic 
ideal is nationalistic expansion, through aggressive encroachment upon 
other nations, while the communists envisage themselves as the promoters 
of a world revolution, in which noncommunist governments everywhere 
are to be overthrown. 

The Choice Before Us.—We are living at a dramatic period in the 
world’s history. For approximately two centuries, following the decay of 
feudalism, the capitalistic system of economic organization has held sway, 
hand in hand with democracy in government. Now capitalism is under 
attack and substitute economic systems are making a forceful challenge. 
Democracy in government is also being attacked. 

Four systems of politico-economic organization are now struggling for 
supremacy. They are: regulated capitalism (no longer a system of pure 
liberalism, but a regulated form of private ownership), socialism, (a system 
of democratic collectivism), communism (a collectivist dictatorship), and 
fascism (a dictatorship that preserves the form, but not the substance, of 
private property). The Second World War appears to have rendered a de¬ 
cision against fascism by the defeat of its leading supporters, yet the fact 
that it still prevails in Spain, and has recently appeared in Argentina, shows 
that it is not yet dead. Each of the other three systems is represented by 
one of the great world powers. The Soviet Union, with its vast territory, 
immense po[)ulation, and growing industrial strength, is striving to estab¬ 
lish communism throughout the world. Great Britain, which, though 
greatly weakened economically by the Second World War, is still head of a 
great empire, is conducting a significant experiment in socialism. The 
United States, richest and most powerful nation on the globe, remains a 
stronghold of regulated capitalism. Which of these systems is to prevail is 
perhaps the greatest issue of our times. 

Summary 

The Communist party came into power in Russia by a revolution in 
1917. The communists believe that society must evolve through the four 
stages of bourgeois capitalism, dictatorship of the proletariat, socialism, and 
communism. Their governmental structure is a hierarchy of soviets (work¬ 
ers* councils), culminating in a bicameral Supreme Soviet, an interim legis¬ 
lative and administrative Presidium, and a Council of People’s Ministers 
(the cabinet). All workers over eighteen can vote, but only the Communist 
party is permitted to offer candidates for election, and the people arc denied 
civil rights. No opposition is tolerated. 

In the first period of their regime (military communism), industry was 
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nationalized, efforts were made to supplant money, prices, and wages by 
moneyless accounting, labor conscription, and grain requisitions; inter¬ 
national hostility was promoted, and terrorism prevailed. The failure of 
this program led to the New Economic Policy, which restored some private 
trade, permitted free choice of employment, leased valuable concessions to 
foreign capitalists, abolished grain requisitions, and established a sound 
monetary system. When production was restored to the level it had before 
the First World War, socialization was again pushed until it became 99 
per cent complete. 

Production is directed by five-year plans, formulated by the Gosplan, 
a national planning commission. The first three of these plans were aimed 
chiefly at supplying the country with industrial equipment, at the expense 
of a shortage of consumable goods. Soviet industry is carried on mainly 
by government trusts and syndicates, whose operations must follow the 
plans. Farming is done by cooperative collective farms, large state farms, 
and machine-tractor stations. Retail trade is in the hands of consumer co¬ 
operatives, prices being fixed by the plans. Shortages make rationing neces¬ 
sary. Government banks extend credit to industries to finance their pur¬ 
chases, again according to the plans. The monetary system is a managed 
one, with metallic reserves. The remaining individual private enterprises 
(handicrafts, etc.) are insignificant. 

Labor unions exist for discussing working conditions, but they cannot 
strike. Wages are fixed, not by collective bargaining, but by government 
regulation. There are marked differences in time wages and piecework 
wages; also, plant managers sometimes earn large shares in the savings 
that result from efficient production, so that there is considerable inequality 
of incomes. Political prisoners and criminals, confined in concentration 
camps, constitute a very large supply of slave labor for mining and heavy 
construction. There is an extensive program of education, health services, 
social security, and workers’ recreation facilities. Religious freedom is 
tolerated, but officially discouraged by propaganda. 

Soviet foreign policy is based on the hope for a world communist revolu¬ 
tion, and the idea that forcible opposition to this by capitalistic nations 
will necessitate armed conflict. 

As a reaction to the spread of collectivism, fascism arose in Europe after 
the First World War. Its philosophy substitutes for democracy the totali¬ 
tarian state, in which individual rights are replaced by duties. It advocates 
racial supremacy, nationalistic expansion, self-sufficiency, military prepared¬ 
ness, and population growth. With these goes extreme centralization of 
power, and a one-party rule under a dictator. Private property is retained, 
but it must serve the state. In Italy there was an effort at central economic 
planning through a system of representative corporations in the several 
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industries. The fascist emphasis on self-sujfficiency, military preparations, 
and population growth results in low standards of living for the people. 

The communist concept of the state, although like fascism in consisting 
of a one-party dictatorship, differs in that it regards the state as a tem¬ 
porary organ of class oppression, administered by the communists for the 
benefit of the workers, which will wither away eventually, to be replaced 
by a system of voluntary cooperation in the classless communistic society. 

The world today faces a choice between regulated capitalism, socialism, 
communism, and fascism. 
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and G. Salvemini, Under the Axe of Fascism (1936). The latter, while critical, 
is ably documented with data from official sources. For an able demonstration of 
the relationship between government and economic activity in Nazi Germany 



APPLIED ECONOMICS 


684 

see F. M. Marx, Government in the Third Reich (1937). A very good discussion 
of the economic problems of Germany under fascist control is to be found in 
P. Einzig, Germany's Default: The Economics of Hitlerism (1934). Franz Neu¬ 
mann, in Behemoth: the Structure and Practice of National Socialism (Oxford, 
second edition, 1944), gives a masterly analysis of the origin, functions, and view¬ 
point of the Nazi system. 

M. T. Florinsky, in Fascism and National Socialism (1936), traces the rise of 
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CHAPTER XXX 


Economic Progress and Economic Planning 

A. Economic Progress 

What Constitutes Economic Progress. —We have now considered in 
some detail most of the important economic problems which confront the 
present generation, and various measures which may be taken to solve 
them. It is time to take a broad viewpoint to see what we can discern of the 
prospects for economic progress. Economic progress is one phase of that 
general improvement in the status of mankind that we call social progress. 
It is hard to define just what we mean by progress. We know that it implies 
change, but not all change is progressive. Societies may weaken and decay^ 
or they may improve in strength and character. Progress is change in the 
right direction, but what direction is right ? Some say that the goal of prog' 
ress is adaptation of man and his social organization to the changing physical 
and institutional environment; others, that it is the fullest development of 
human character and personality. Still others believe that the ultimate test 
of it rests in our intuitive judgment of what is good and desirable. 

We must leave the final answer to these questions to the philosophers; 
but we can obtain a more definite idea of what we mean by economic 
progress if we return to the discussion of econc^mic welfare, or prosperity, 
with which we began the study of applied economics. Economic progress is 
merely increasing economic welfare. It involves, therefore, the same four 
elements which we set up as our standards of prosperity. Economic progress 
for any nation requires: (i) continuous increase in the real income of its 
people; (2) continuous improvement, through better standards of consump¬ 
tion and production, in the character of the goods that go to make up that 
income; (3) a decrease in the relative amount of effort, the use of material 
resources, and the sacrifice of human health and happiness involved in the 
production of that income; (4) reduction of unemployment to a minimum; 
and (5) the greatest possible diffusion of the social income among the mem¬ 
bers of society. The whole of this volume has been devoted to the considera¬ 
tion of means whereby these objectives may be attained. 

Economic Progress and the General Welfare. —We have defined eco¬ 
nomic progress very largely in material terms, but this does not mean that 
we are materialists. We must stress again the statement of the first chapter, 
which explained that economic welfare is only one part of general welfare. 
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We are not unmindful of the fact that social progress cannot be achieved 
by economic means alone. Mere increase in goods, even of a desirable kind, 
and their dissemination among the people, is not enough. We must culti¬ 
vate the other things of life as well. Thus, the economist, although he con¬ 
centrates his main attention on problems of economic welfare, cannot 
concern himself with the material aspects of progress to the exclusion of 
all else. Rather, he must broaden the scope of his inquiry sufficiently to 
encompass, to some extent, all things which contribute to the well-being 
of man. 

The Classical Prophecy of a Stationary State.—The classical economists, 
whose views dominated the economic thought of the nineteenth century, 
did not believe that sustained economic progress was possible. It must 
eventually be blocked, they thought, by the increase of population and the 
principle of diminishing returns. These two forces would sooner or later 
bring society to a stationary condition where further growth or increase in 
prosperity would be impossible. 

This conclusion was based on the following reasoning: Accepting un¬ 
qualifiedly the teachings of Malthus, they believed that population was al¬ 
ways pressing closely upon the means of subsistence. The large supply of 
labor resulting from this pressure would keep wages at a level barely suf¬ 
ficient to provide the essentials of life. The earnings of labor could go no 
higher, except temporarily, because a rise in wages would permit more 
people to be reared in each family, and the rapid increase in numbers would 
soon force wages back to a bare subsistence income. Under these circum¬ 
stances, the only way that progress could take place was by a sufficient 
increase in the accumulation of capital to support a growing population. 
The growth of capital, it was reasoned, depends upon saving, the principal 
inducement to which they believed to be'profits or interest (they did not 
distinguish the two). But profits must necessarily fall as population and 
capital increase, they thought, for such increase can take place only by 
bringing into use poorer lands, where the product will be less than on the 
former margin of cultivation. Since wages cannot be forced below sub¬ 
sistence, the decrease in product must come from the share of the capital¬ 
ists, whose profits will be forced ever downward, until they are barely 
sufficient to attract enough savings to offset the depreciation on existing 
capital. When this point has been reached, the margin of cultivation can 
go no lower, and there can be no further growth of population, for there 
is no more land capable of supporting it, and no more capital equipment 
to give it employment. Society will then have reached a stationary state, 
and economic progress will cease. Not all writers who held this view re¬ 
garded the stationary state as a gloomy or undesirable one. Some, at least, 
believed that it would afford opportunity for mankind to devote its atten¬ 
tion to progress of a higher type, cultivating the fine arts and moral virtues, 
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instead of seeking an increase in material goods. At best, however, it was 
a pessimistic prospect, and justified the critics of political economy (as eco¬ 
nomics was then called) in naming it “the dismal science.” 

More recently the Keynesian school of economists has advanced a theory 
of secular stagnation that is in some respects reminiscent of the classical 
idea of the stationary state.^ They have suggested that in a wealthy, “ma¬ 
ture” economy, money savings tend to increase faster than new opportu¬ 
nities for investment. As a result, the surplus of unspent money is with¬ 
drawn from the circuit flow, and demand Ixxomes insufficient to sustain 
a full level of activity. Production and employment fall off, and real income 
shrinks until there is no longer an excess of saving. Thus the lack of in¬ 
vestment opportunities checks the possibilities for automatic economic 
progress. According to this view, however, stagnation is not unavoidable. 
Progress can be maintained if the state steps in with a sufficient volume of 
expenditures to support it. 

A More Optimistic Prospect—If the classical prediction of a stationary 
state of society is true, it is useless for us to talk further about economic 
progress, and all hope of achieving the condition of economic welfare which 
was outlined in the opening chapter is illusory. But we need not surrender 
to so pessimistic a doctrine. The classicists reckoned without progress in 
the arts. They did not foresee the enormous strides in technical advance 
which were to come from science and invention. The remarkable mechani¬ 
cal and scientific developments of the past century have made possible an 
increase in the economic well-being of mankind which surpasses the wildest 
imaginings of previous generations. Steamships, railroads, automobiles, and 
aviation have made isolated regions accessible for productive use, thereby 
greatly increasing the total area upon which civilized man may depend for 
the foodstuffs and raw materials essential to his continued prosperity. Chem¬ 
istry has devised new processes for the utilization of natural resources. 
Biology has taught means of increasing the yield of crops, of improving the 
quality and variety of natural products, and of combating the diseases and 
pests which would interfere with their growth. Physics has given us prin¬ 
ciples to apply in the construction of marvelous machines, new processes of 
construction, and sources of tremendous power. So long as these develop¬ 
ments can proceed fast enough to offset the tendency to diminishing returns 
(and there is no apparent reason why they cannot do so), sustained eco¬ 
nomic progress is possible. The product at the margin of cultivation can 
be steadily raised, and there need be no decline in the output of industry 
which would check the accumulation of capital. 

Nor does there appear to be much reason for being unduly pessimistic 
about the state of secular stagnation pictured by the Keynesian school. 
While the condition they describe is an undeniable possibility, it seems that 

^ The theory was described somewhat more fully in Chapter X. 
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they have underestimated the ability of today’s scientists and inventors to 
continue the spectacular achievements of the past. There is no reason to 
expect that science and invention will not continue to stride forward, creat- 
ing new opportunities for profitable investment both here and abroad; and 
even if this is not the case, progress can be sustained by having the state 
increase its expenditures by enough to take up the slack in private invest- 
ment, or some form of comprehensive economic planning may supply the 
answer. This last possibility is being so actively discussed today that we tnust 
give it fuller consideration. 


B. Economic Planning 

The Proposal for Planned Control.—Such progress as we have made 
hitherto has depended largely on individual initiative in a system of rela¬ 
tively free enterprise. However, this reliance upon independent individual 
action leads to a lack of coherence, a disharmony, that accounts for many 
of the economic problems confronting us today. This is especially true of 
those general tendencies to instability in the economic process which result 
in its periodic breakdown, as revealed in business depressions and cyclical 
or chronic unemployment. We have found that, in wrestling with the 
various problems of maladjustment which characterize our economic world, 
an increasing measure of interference with individual freedom has become 
necessary. We are tending toward more and more governmental interven¬ 
tion and control of economic activity. So far, this intervention has pro¬ 
gressed by a series of isolated steps—a law forbidding some harmful practice 
here, a regulatory commission established there, and a subsidy somewhere 
else. Many students of economic problems are beginning to wonder whether 
these scattered measures of reform cannot be welded into a unified program 
built around a carefully formulated general plan. They visualize some sort 
of centrally organized, cotirdinated control of the economic process as a 
whole, such as that suggested by the socialists, in place of the extensive 
reliance upon individual judgment, working under the influence of the 
forces of supply and demand, which has hitherto characterized our eco¬ 
nomic policy. This type of unified control is known as general or national 
economic planning. 

Current interest in proposals for economic planning appears to have had 
its origin in a number of sources. For one thing, the serious lack of eco¬ 
nomic balance which has pervaded most of the civilized world since the 
First World War leads people to wonder whether there is not something 
basically wrong with our economic organization that calls for reforms of 
a more fundamental character than the piecemeal measures which have 
been tried up to this time. The great depression of the 1930’s, with its 
unprecedented unemployment, strengthened this feeling. Further questions 
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about the soundness of our system have been raised by the revolutionary 
overthrow of capitalism in Russia, Italy, Germany, and elsewhere. At the 
same time, the Russian five-year plans have aroused much interest. Here, 
it is said, is an idea that might be worked into the framework of capitalism 
to correct some of its more serious weaknesses Would not some form of 
national planning be the logical outgrowth of that increasing trend to¬ 
ward government control of industry to which reference has already been 
made? All of these things seem to point in the direction of centralized 
planning. In this country they were among the motives that led to the 
adoption of the National Industrial Recovery Act, which has been referred 
to elsewhere in this volume. That act definitely aimed, among other things, 
at a system of nation-wide planning in respect to wages, hours, trade prac¬ 
tices, and, to a certain extent, prices and production for the various branches 
of industry. Although the scheme was quashed by the Supreme Court, the 
publicity attending it during its short-lived existence gave the idea of 
planned industry a strong hold on the thinking of the American people, 
which has not entirely lost its force. 

Looked at from another point of view, it can be argued that economic 
planning is in line with the apparent destiny of man to extend his control 
• over his environment. The application of scientific methods to the study of 
natural phenomena has given him a remarkable degree of mastery over 
the material world. Is it not to be expected that he will soon extend this 
control to the economic and social world also? Should not the substitution 
of conscious guidance in the industrial sphere, based upon economic science, 
lead to improvements comparable to those which have been attained by the 
application of chemistry, physics, and biology in their respective spheres? 
The planners believe that these questions should be answered in the af¬ 
firmative. 

An economic system based upon self-interest and free enterprise can 
be compared to an uncultivated field in which various forms of vegetable 
life struggle for survival. Grasses, weeds, and fruits contend for a foothold 
in the soil and grow up under crowded conditions where many of them 
perish, but where many nevertheless manage to survive and develop with 
a certain measure of success. However, none of them attains that degree of 
perfection which is possible under carefully directed human control. Man 
takes the most promising grasses, sows their seed in carefully prepared soil, 
provides it with fertilizers, and definitely does away with competitive strug¬ 
gle by weeding out all the other varieties of plant life which might contend 
with the one whose growth he is trying to promote. As a result, he gets 
a harvest of wheat far superior to any of the grains which nature provides 
by her methods. Or, he may take some wild strawberry plants from the 
field, and, by artificial selection of the best stocks and their cultivation under 
the most suitable conditions, produce strawberries which put those of 
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nature to shame. Advocates of economic planning believe that it would 
achieve something comparable to the cultivated field in the realm of eco¬ 
nomic life. It would substitute carefully directed central control for the 
unplanned, competitive process on which we still so largely rely. 

Partial Contrasted with General Economic Planning.—Of course, the 
present economic order is not entirely devoid of conscious guidance. A 
substantial part of this guidance takes the form of government interference 
for the purpose of controlling different aspects of economic life. Thus, 
protective tariffs and subsidies have been granted in order to stimulate cer¬ 
tain economic activities, and laws have been passed to control banking, the 
securities market, monopolies, etc. However, while these measures involve 
government regulation, they do not constitute general economic planning, 
because they are more or less separate and piecemeal. 

Economic planning may be either general or partial in nature. While 
a comprehensive general plan is, of necessity, an undertaking of the na¬ 
tional government, partial planning may be private in character. For ex¬ 
ample, trade associations have introduced a moderate degree of coordination 
into private business activity. Many businessmen are in favor of giving 
trade associations, or other organizations of producers, powers to bring 
the members of their industries together for the purpose of making agree¬ 
ments concerning output, prices, and perhaps broader matters, such as 
unemployment insurance systems, with the general objective of “stabilizing” 
the industry. Something of this type of planning was embodied in the NRA 
codes, although these went further by including labor groups in the code¬ 
making procedure, and wage and hours provisions in the code regulations. 

Although the motives of many of the men who advocate these plans 
are good, the general effect of allowing interested industrial groups to plan 
for themselves would be inimical to the best interests of the general econ¬ 
omy. In practice, the regulations adopted would nearly always involve 
restricting the output of the industry concerned and fixing minimum prices 
at relatively high levels, so as to reduce competition and protect inefficient 
producers. The community in general would pay for this by lower real 
incomes and higher prices, whereas the goal of economic planning should 
be abundance of output, making for larger real incomes. Planning could 
not contribute to a balanced industrial society unless each trade association 
was forced to make its decisions on the basis of the general welfare, rather 
than on that of greater profits for its own members. This is the funda¬ 
mental defect inherent in all planning within the limits of single industries. 
The businessmen argue that the stabilization which would result from self- 
planning by industries would indirectly promote the public welfare. There 
is an clement of truth in this, but the gains would be offset by the losses to 
consumers. Plans of this sort are concerned too much with the difficulties 
which confront enterprisers, and not enough with ttiosc which afflict other 
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classes in the community. Effective machinery for the protection of these 
other classes is required. Therefore, while planning by representative indus¬ 
trial groups might properly constitute a part of a more comprehensive plan¬ 
ning structure, it would require the careful supervision of a more general 
planning authority. 

In addition to private planning through the medium of trade associations 
and similar organizations, we have had some experience in this country 
with government planning. The oldest type of planning undertaken by 
the government is for the use of land. Thus, the federal government has 
planned to some extent for the conservation of soil and forest resources, and 
for the location and layout of cities. The program of the Federal Power 
Commission to coordinate the power supply of the United States, and the 
creation of the Tennessee Valley Authority for the regional development 
of the Tennessee River Valley, are other instances of government planning. 
A further example is the power given to the Federal Reserve banks to regu¬ 
late credit for the purpose of controlling production and business activity. 

However, none of these measures, nor all of them taken together, con¬ 
stitute general economic planning, for they are not consolidated into a 
unified whole. Indeed, they often work at cross-purposes. The operations 
of an integrated industry, such as power, may be carefully planned, but 
there is certainly no assurance that such integration will keep the industry 
in balanced adjustment with other industries, or that it will promote the 
smooth functioning of the economy as a whole. The greatest weakness of 
all partial planning results from the relationship between the planned and 
unplanned sectors. Measures undertaken in one sphere are bound to have 
repercussions in the other, yet the planning authorities will be wholly un¬ 
able to anticipate these effects because they do not have sufficient knowledge 
as to what is going on in the unplanned sector. 

General economic planning would seek to fit all phases of our economic 
life into a nicely articulated whole. It would have the processes of produc¬ 
tion, consumption, and distribution all carried out in accordance with sched¬ 
ules carefully drawn up in advance and directed by some central agency 
which had power to control the whole. Clearly, no other body than the 
central government would be adequate for this purpose. We may define 
general economic planning, then, as the supervision and control of economic 
activity as a whole by a governmental agency or agencies, on the basis of a 
carefully formulated, unified, plan. 

The Objectives of Planning.—The objectives of general economic plan¬ 
ning would probably be similar to those set forth in the opening paragraph 
of this chapter as the goals of economic progress. The planning agencies 
would seek to promote a continuous increase in the national income, to 
improve the kind of goods that make up that income, to decrease the 
waste of effort and resources involved in production, to maintain full 
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employment, and to di/Tusc the product of industry as widely as possible 
among the people. In addition to these general aims, however, a planned 
economy would be directed especially at remedying certain of the more con¬ 
spicuous defects of the present system which are manifested in business 
instability. The severity of the great depression of the 1930’s has given this 
need for stability very great emphasis. It is a goal upon which all classes of 
society could unite. The capitalist needs stability to free himself from the 
uncertainties and losses of depression. His well-being depends upon the 
smooth and steady continuance of business enterprise. The wage-earner 
needs stability to protect his earning power. Without stability he has no 
assurance of steady employment, and without employment he has no as¬ 
surance of a livelihood for himself and his family. Profits, savings, wages, 
the protection afforded by insurance—none of these things is secure without 
stability. Therefore, it is this, above all, that planning would be expected 
to achieve. But stability is not lack of movement; it is merely the absence 
of interruptions and irregularities in movement. Therefore, planning would 
work for smooth movement in an upward direction, a scheduled, steadily 
rising trend of production, with increasingly wide diffusion of the fruits 
thereof among the masses. This would be promoted by maintaining a bal¬ 
anced equilibrium in the economy as a whole, while directing our expand¬ 
ing productive power into desired avenues of growth. 

The Basic Factual Survey.—Once the objectives to be sought through 
planning have been established, it would be the task of the planning 
authorities to draw up a plan which would embody these general aims in 
concrete tasks. To do this, it would be necessary for them to prepare a 
basic factual survey designed to reveal in detail the consumptive and pro¬ 
ductive capacity of the nation. This would require a census of consumers, 
designed to record not only what goods they now possess and habitually 
buy, but what things they need and would presumably purchase if they 
were fully employed at the best wages which the economy was likely to 
afford. The survey would include an inventory of dwelling houses, and 
their equipment of bathrooms, heating plants, furnishings, etc. The require¬ 
ments of the population for food, clothing, automobiles, radios, recreational 
facilities, and the like would be estimated. The people would be classified 
according to their occupations and educational attainments, from which 
data their actual and possible earning capacity could be computed. On the 
basis of such a survey of consumptive capacity, it should be possible to csti' 
mate with tolerable accuracy the probable demand for consumers’ goods 
for some time in the future. It would also be possible to ascertain the 
amount of savings which would be available for investment. 

Over against this would be set a survey of productive capacity. This 
would involve a census of all the land in the country, classified according 
to mineral deposits, fertility, climatic advantages, and location, as a basis 
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for estimating its availability for production. The number of farms would 
be counted, and a record made of their equipment. Factory buildings, 
mines, and other producing establishments would be appraised in respect 
to their condition, the kinds of production for which they were suited, their 
probable life, repairs that were needed, and other pertinent information 
Financial institutions would be included in the inventory, with a record 
of assets, cash reserves, deposits, bank clearings, etc. The facts about labor, 
mentioned in the survey of consumptive capacity, would also be needed 
here. Finally, complete information about costs, prices, and profits in each 
business enterprise would have to be obtained. All these data would afford 
a basis on which to build schedules of production and consumption. 

The Machinery and Procedure of Planning.—It has thus far been sug¬ 
gested that a program of planning would require, first, formulation of the 
objectives to be pursued and collection of the fundamental economic data 
which must provide the factual basis of the plans. Effective planning would 
require, in addition, the existence of machinery for the actual drafting and 
execution of the plans. The exact prexedure of planning, and the nature 
of the machinery established to carry it out, would depend largely on the 
type of planning that was contemplated. 

The more moderate, noncollectivist advocates of general economic plan¬ 
ning visualize a democratic organization, built as far as possible on the 
foundations laid by existing institutions. They favor the establishment, 
first of all, of an Industrial Planning Council in each branch of industry, 
such as steel, or coal, or cotton textiles, or agriculture. The membership of 
these councils would consist of representatives of Investors, enterprisers, la¬ 
borers, and consumers, whose interests were closely identified with the 
industry concerned. This would assure participation in the plans by those 
who would be most affected thereby, and the cod[x.'ration of those groups 
in their execution. Where strong trade assexiations exist, they could be made 
the nucleus of such councils, although changes would have to be made to 
allow representation of other groups, such as workers and consumers. Ex¬ 
isting labor organizations could be used in conjunction with the trade as¬ 
sociations to provide some kind of joint machinery. Where there still exist 
remnants of the code authorities set up under the National Recovery Ad¬ 
ministration, these might be developed into the councils suggested. The 
function of the industrial councils would be to gather data concerning used 
and unused plant capacity, the amounts of different kinds of labor required 
and employed or available, the actual and potential sales of products, wages, 
costs of production, prices, profits, the volume of investment, the trend of 
growth, and other pertinent information for each industry. On the basis 
of such data, the councils would draw up programs for investment, output, 
employment, costs, and probable receipts in their respective branches of 
production for the visible future. There would also be proposals for alio- 
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eating the anticipated output among the individual enterprises engaged 
in the industry, in accordance with their respective capacities, or on some 
other equitable basis. Conceivably, the various concerns might be asked 
to submit bids in advance, indicating the products they were prepared to 
deliver at given prices. The councils, however, would not have power to 
make their plans effective until approved by higher planning authorities. 
Otherwise the abuses and mistakes of self-planning, which have been set 
forth above, would not be avoided. 

To achieve the needed coordination of plans originating with the Indus¬ 
trial Councils, there would be a National Economic Planning Commission. 
This very important body would be an arm of the federal government. It 
would be composed of men selected for their knowledge of economic prob¬ 
lems and for their integrity. High salaries would have to be paid to attract 
persons of superior ability. To protect them from political pressure and 
safeguard their independence of judgment, their tenure of office would be 
long; while to secure continuity of policy, their terms would be so arranged 
that only a fraction of them would retire each year. The National Planning 
Commission would need a large staff of statisticians, accountants, econo¬ 
mists, experts in the various industries, stenographers, clerks, and other as¬ 
sistants. In a country as large as the United States, subsidiary state or 
regional commissions would probably be necessary; but in smaller coun¬ 
tries these would not be needed. The commission would need to be clothed 
with sufScient authority to compel corporations and individuals to supply 
it with such information concerning their businesses as it needed for the 
formulation of its plans, and to prescribe the forms on which these data 
were to be reported. 

The plans tentatively formulated by the Industrial Councils would be 
submitted to the National Economic Planning Commission for coordination 
and unification. On the basis of these plans and the data in its possession, 
the National Commission would then draw up superplans for the entire 
economy, for one-year, five-year, and perhaps longer periods. The super¬ 
plans would specify, for each industry, the expected output for the ensuing 
period or periods, the number of workers to be employed, the amount of 
capital replacements and new equipment to be constructed, and the prob¬ 
able costs, wages, selling prices, and profits. They would indicate the mar¬ 
kets where the resulting products would presumably be disposed of, with 
the amount of consumption planned for each. For the labor organizations, 
including the system of national employment exchanges which would cer¬ 
tainly be called for in any comprehensive system of economic planning, 
they would state the opportunities for employment that were anticipated 
for each class of labor in each locality. Provision would also be made for 
training the necessary workers, so that they would be available in the re¬ 
quired amounts to fulfill the future plans. There would surely be a system 
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of managed currency; hence the plans would stipulate the amount of money 
or credit to be created each year, and where it was to be allocated, the gen¬ 
eral objective being to maintain a neutral or stable monetary system in 
which there would be no marked fluctuations of the price level. Many other 
details would have to be taken care of. The total would constitute a sort 
of industrial budget or schedule for the guidance of the nation’s economic 
life, so designed as to make the fullest possible use of existing resources, 
provide full employment for labor at the best available wages, preserve a 
balance between the several branches of industry, and promote the general 
aims of economic progress outlined in an earlier paragraph. 

In a democracy, the National Planning Commission would have only 
advisory powers. It would not be consistent with democratic principles to 
grant it independent authority to compel all business enterprises to comply 
with its proposals. Final adoption of the plans would be left to Congress. 
The comprehensive plans drawn up by the National Commission would be 
submitted to the latter like a general appropriation bill, and they would 
be open for the fullest discussion and revision by the Senate and House 
of Representatives. When finally enacted into law and approved by the 
President, they would then become binding upon industry. 

After the plans were adopted, there would have to be appropriate ad¬ 
ministrative bodies to supervise their execution. There might be an admin¬ 
istrative branch of the National Economic Planning Commission to perform 
this function, or there could be created a separate National Planning Ad¬ 
ministration. The same would hold true for the several industries—execu¬ 
tion of the plans might be entrusted to the Industrial Councils, or separate 
administrative bodies could be set up for that purpose. The administrative 
body in each industry would carry out the details of the plans adopted, ap¬ 
portioning production quotas among members of the industry and enforcing 
compliance with the adopted schedules on the part of individual enterprises 
and labor groups. 

Is General Economic Planning Compatible with Capitalism? —^The ac¬ 
count of socialism given in an earlier chapter pointed out that general 
economic planning is an integral part of the socialist program. In fact, the 
socialists were among the first to entertain this conception. We have seen 
that the communists, building upon socialist foundations, have actually 
introduced such planning into the Soviet Union. Economic planning is 
relatively easy to carry out in a collectivized economy, because there, all, or 
nearly all, of industry is owned and operated by the state. This gives the 
government ample authority to formulate plans for industry in its entirety 
and to direct the detailed execution of the plans in the various producing 
establishments. But capitalism relies mainly on scattered, privately owned 
enterprises, operated by the individual decisions of their proprietors, al¬ 
though subject to some governmental regulation. In this system each per- 
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son is still free, within fairly wide limits, to follow his own judgment on 
such matters as whether to spend or save, where to invest his savings, what 
business enterprises to promote, what and how much to produce, and what 
and how much to consume. Prices are still left largely to the play of de¬ 
mand and supply, operating in free markets. In a system of general eco¬ 
nomic planning, many of these things would have to be changed. How 
much was to be saved, where it was to be invested, what was to be pro¬ 
duced, and in what quantities, where people were to work, perhaps even 
what prices and wages were to prevail, would have to be planned by the 
central planning authorities. This raises an important question: Is general 
economic planning compatible with the capitalist system? Would not 
planning necessitate the complete abolition of free enterprise, and would it 
not require such restrictions on the individual’s control over his property as 
to make the private ownership of property almost meaningless? 

Some economists answer these questions in the affirmative. They believe 
that genuine economic planning is only possible in a collect!vistic society. 
They say that economic planning cannot be made effective without virtually 
abandoning free enterprise, free markets, free competition, and the right 
of private property. Suppose, they reason, that a planning body decides, 
after careful study, that, in order to protect the economic process from lack 
of balance, cheap housing and cotton g(K)ds production should be increased, 
while automobile manufacture and office building construction should be 
decreased. Some capital, management, and labor in the curtailed industries 
will have to be driven out under compulsion, while capital, management, 
and labor will have to be drafted for the industries whose expansion is 
ordered. What becomes of liberty under these conditions? And of what 
use will it be to own property (an automobile factory, for instance), if one 
cannot use it according to his own best judgment? It might just as well 
be collectivized, if the owner cannot control its disposition. Consider the 
position of the investor. Perhaps he foresees an expansion in the demand 
for automobiles, but does not believe that low-cost housing will be prof¬ 
itable. He is nevertheless refused the privilege of investing in the auto 
industry, and may have no alternative but housing. Even the consumer, 
it is said, would not have freedom of choice, for every restriction on pro¬ 
duction restricts the opportunities open to the consumer. If not enough 
autos are produced to satisfy the demand, one must spend one’s money 
elsewhere. There is also a question as to how new inventions would be 
promoted. Under the present system, anyone is free to put his new ideas 
into effect on his own initiative, if he has the capital or can persuade others 
to finance him, but in a planned economy he would have to secure permis¬ 
sion from the planning authority. 

Other students, however, believe that it would be possible to have a 
considerable measure of planning within the general framework of regu* 
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lated capitalism. They reason that, under the present system, opportunities 
for investment, production, employment, and consumption are limited by 
what the market makes possible, and that planning would only substitute 
intelligent guidance for the hit-or-miss guesses that now prevail. A decision 
to curtail automobile production would not be made arbitrarily, but because 
a condition of unbalance was foreseen. Investors, producers, and laborers 
would thus be enabled to prevent a mistake before it occurred, instead of 
correcting it after bitter experience had revealed it to them. Because it 
would help industry, instead of hindering it, they believe that the voluntary 
cooperation of capital and labor could be enlisted in carrying out the plans. 
To further this end, they would provide organizations in each industry 
through which investor, manager, and labor groups could have representa¬ 
tion on boards of control. With this democratic machinery, and with the 
superior information which the planning authorities would be able to put 
at their disposal, they believe that business and labor groups would realize 
that it would be to their advantage to shape their policies in accordance 
with the plans. This does not mean that no coercion need be resorted to. 
There would have to be regulative machinery, but the amount of interfer¬ 
ence in the affairs of private businesses need not be much greater than that 
which is already effective in the field of public utilities, where private own¬ 
ership and management of industry still function. 

Planning With or Without the Price System.—The answer to the ques¬ 
tion raised, whether or not general economic planning is compatible with 
capitalistic institutions, depends partly on the type of planning which is 
contemplated. Some persons conceive of planning as a substitute for the 
guidance of economic activity afforded by the price system. In this view, 
the central planning authorities would decide what was to be produced, 
where people were to work, and what goods consumers were to receive, 
not by the interplay of the forces of demand and supply, but on some other 
basis. Presumably, the planners would draw up some estimate of human 
needs on the one hand, and productive resources, on the other, and they 
would make decisions based upon the resulting calculations. Schedules of 
production and consumption would be drafted accordingly. The various 
producing establishments would then be directed to produce certain outputs 
of stipulated goods, and these would be rationed among consumers in ac¬ 
cordance with the plans. Something of this sort is the ultimate ideal of the 
communists. It represents the radical extreme of planning. 

A more moderate conception of planning would allow the price system 
to function very much as it now does, but would attempt, through the in¬ 
telligent guidance of production and through careful management of the 
monetary system, to achieve a better balance between demand and supply 
than is possible in an unplanned system. As the price system now functions, 
each enterpriser is guided by his independent judgment of the market possi- 
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bilitics. The information at his disposal, on which to base his judgment, is 
inadequate. He has a very incomplete knowledge of the market for his 
product; he knows little of what his competitors are going to do; and he is 
not informed about developments in other industries or in other places which 
may affect his business. Besides, he is the victim of a monetary system 
whose vagaries upset all his calculations. It is argued that the central 
planning authorities could see the economic picture as a whole. They would 
have facilities for gathering complete information about consumption, pro¬ 
duction, prices, costs, profits, etc., in the various branches of industry. 
Therefore, they would be much better able to forecast the probable trend 
of demand, production, and prices in the various branches of economic 
activity than individual businessmen can now do. They should, therefore, 
be able to draw up schedules for the guidance of business that would keep 
prices much closer to their normals than is at present possible, and that 
would keep the whole industrial process in approximate equilibrium. And, 
equally important, they would control the monetary system in such a way 
that the equilibrium would not be disturbed by inflation or deflation. 

In this conception of planning, prices would be the guide for the plan¬ 
ners, and industry would be adjusted accordingly. In some cases it might 
be advisable to depart from the strict logic of the price system. It might 
seem desirable to subsidize some industries at public expense, as we now 
subsidize our merchant marine. In other cases, it might be deemed wise 
to offer services free to consumers, as we now provide free public schools 
and highways. But in the main, demand and supply would be allowed to 
follow their natural channels. Consumers would be free to choose such 
commodities as they desired, within the limits set by their incomes, and 
there could still be competition among producers, both for the patronage 
of consumers and for securing the agents of production. This kind of plan¬ 
ning, therefore, might not represent so wide a departure from capitalism 
as it at first appears. 

Freedom Under Planning. —The proposal to introduce planning into our 
present economy raises again the question of basic human liberties that we 
considered in our discussion of socialism. Opponents of comprehensive plan¬ 
ning fear that the carrying out of the plans would require so much coercion 
of individuals, to enforce compliance with the program, that personal free¬ 
dom would be intolerably restricted. The student would do well to review 
the presentation of this point of view in the paragraph entitled “Personal 
Liberty Under Socialism” on page 656. The danger is believed by the critics 
to be inherent in any form of general economic planning, whether deliber¬ 
ately collectivist or not. 

Economists who arc in favor of planning^ believe that compliance with 

“Notably Carl Landaucr, in The Theory of National Economic Planning (1944) and Bar¬ 
bara Wootton, in Freedom Under Planning (1945). 
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the plans could be accomplished for the most part by indirect means, so that 
the amount of direct coercion need not be serious. For instance, Landaucr 
suggests that the cooperation of large producers might be secured by having 
the government enter into contracts with them, in which they would agree 
to produce stipulated outputs at stated prices in return for a guarantee 
against loss. He thinks a moderate amount of non-compliance on the part 
of small enterprises might be tolerated, and might even prove to be a useful 
means of experimentation; but he admits that the planning authorities 
would have to have power to acquire by purchase, if necessary, the plants 
of large producers who proved recalcitrant. These plants could then be 
resold to other owners who were willing to cooperate. Producers who were 
willing to work under the plans would retain full liberty to carry on the 
details of production in accordance with their own judgments. The layout 
of their plants, the scheduling of work, the choice of processes to be used, 
the selection, promotion and dismissal of employees—such matters as these 
would be left to their discretion, and by skillful handling of these things 
there would be opportunities for profits. 

These writers also believe that, since the ultimate goal of the program 
would be to serve consumers, the planners could hardly ignore consumer 
preferences. If there were some kinds of consumption which, after mature 
deliberation, were judged to be injurious, the desired end could be attained 
without direct coercion by setting high prices on the goods concerned, as 
we now levy high taxes on alcoholic beverages to discourage their use; and 
where it was desired to encourage the consumption of certain things thought 
to contribute especially to the social welfare, this could be done by selling 
them at low prices, somewhat as we now encourage low-cost housing by 
government subsidies. Similarly, labor could be guided into the channels 
called for by the plans without conscription, by means of wage differentials, 
by competitive examinations, and by selective requirements for entrance into 
particular courses of training. Labor unions could continue to function, but 
they could not be permitted to raise wages by monopolistic restriction of the 
labor supply, and it would be necessary to interfere with collective bargaining 
when it resulted in wage agreements that would unbalance the economy. 
Investors would be free to invest their savings where they preferred among 
competing securities offered in the market, but securities could be issued only 
in conformity with the plans. If the planning was successful in attaining the 
objective of stabilizing and balancing the economy, the investors would be 
protected against the havoc of business depressions. 

Undoubtedly one can discern in the above suggestions, and in the whole 
procedure of planning, considerable opportunities for regimentation of our 
economic life. Much would depend on the discretion exercised by the plan¬ 
ning authorities, and on the strength of established democratic controls, such 
as free speech, freedom of the press and of assembly, open opportunities for 
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rival candidates to offer themselves for election to legislative bodies, and the 
secret ballot. Where these institutions prevailed, the voters would always 
have a means of curbing too onerous restrictions. If these safeguards were 
lacking, or if they should become weakened, the possibilities might become 
ominous. We are dealing here with a broad politico-economic problem of 
great difficulty, which presents a perplexing paradox. Individual freedom 
and an unplanned economic system lead to abuses, wastes, and periodic de¬ 
pressions. The only way to correct these abuses appears to be through politi¬ 
cal controls; but we have not yet perfected political machinery that is proof 
against bureaucratic inefficiency and possible misuse of power. This makes 
it important, in extending the scope of regulation, not to burden the gov¬ 
ernment with new duties more rapidly than it is able to handle them wisely 
and effectively. Here, again, the emphasis should be on evolution, rather 
than revolution. We should not try to jump into a fully planned economy 
at one swoop, nor even in a single decade. 

The Possibilities and Weaknesses of Planning.—Two important advan¬ 
tages may be claimed for such a system of general economic planning as 
has been described. In the first place, the data made available to the plan¬ 
ning commission through the basic factual survey would enable it to function 
on the basis of much more complete and accurate information than is now 
at the disposal of independent individuals or groups. In the second place, 
planning would make possible the coordination of myriads of decisions that 
are now made independently. When each person decides his policies with¬ 
out complete knowledge of the whole economic picture, mistakes are made 
which make it impossible for demand and supply to remain in equilibrium. 
There is overcapacity in one industry and undercapacity in another—too 
much production here and too little there. Although these errors are cor¬ 
rected in time by the subsequent reactions of prices, there may be a serious 
condition of unbalance in the interim. The submission of individual plans 
to a central planning body should enable it to know what the contemplated 
totals in each industry would be, and to compare these with the estimated 
total demand, as well as with the total resources available. This would 
reveal any unnecessary duplication of facilities and any failures to meet 
anticipated demands. It should permit the guidance of investment and em¬ 
ployment away from industries where there appears to be overexpansion to¬ 
ward industries where there is underdevelopment. It should show whether 
or not the total schedules will make use of all existing resources, including 
labor; and if not, the survey of consumptive capacity should indicate how 
the unused factors may be employed. In this way, planning should make 
it possible to maintain a full level of economic activity, along with balance 
between its various parts. Business depressions should disappear, and full 
employment would be maintained. These would be notable gains over the 
present unplanned economy. 
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There arc certain difficulties to be weighed against these advantages. 
There would be somewhat less freedom of enterprise, less individual lib¬ 
erty, more restrictions on property rights. Critics doubt if the gains would 
compensate for this loss of freedom. So vast an undertaking as planning 
the entire economy of a nation in detail might prove tcx> much for our 
political institutions. Democratic governments, with their group pressures 
and their changing administrations, do not adhere to a consistent policy as 
readily as dictatorships. A demcKracy might not be able to keep to a charted 
course. There is also the possibility that individual initiative would be 
stifled, and industry paralyzed in the grip of a clumsy bureaucracy. Finally, 
mistakes might be made, affecting the whole economy, which would prove 
disastrous. 

Whether these difficulties would prove to be insurmountable, we cannot 
know positively unless and until democratic countries experiment with 
planning. Such experimentation is perhaps justified by the fact that state 
intervention in economic matters seems destined to increase. The growing 
complexity of our problems necessitates more and more regulation. If we 
are going to have control, it had better be planned than unplanned. And 
if those are right wlio assert that capitalism is evolving into some other 
system, such as socialism or communism, the introduction of more conscious 
planning now should help to make the transition more orderly and less 
catastrophic. 

The Evolutionary Character of Our Program.—The measures of eco¬ 
nomic reform advocated in this volume constitute, in a sense, a general plan 
for the improvement of our economic institutions. They are a sort of chart 
of progress, which a planning body might use in formulating its long-run 
program. They are not, however, a program of radicalism. They are based 
upon the assumption that the future society, however it may differ from 
the existing order, will evolve gradually from it, and that the continuity 
with existing institutions will not be abruptly broken. We have assumed 
that each problem of maladjustment in the present order must be handled 
scientifically, by making a careful study of the defects to be corrected and 
their causes; and that the solution is to be found by the application of eco¬ 
nomic principles. An intelligent planning commission would approach its 
task in similar fashion. The program which emerges from such an an¬ 
alysis must rest upon a recognition that such basic institutions as those of 
free enterprise, competition, the price system, and private property play a 
useful role in society; but our study has revealed that integration is reduc¬ 
ing competition, that the price system is not perfect, and that in some cases 
the private ownership of property is not conducive to the social welfare. 
Hence the program must recognize the need for some modification or con¬ 
trol of these institutions. 

Conscious control and unity in the industrial system arc obtainable only 
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through some form of collective organization. By whatever name it be 
called, such collective organization is in fact a government. This we have 
assumed throughout our discussion. It follows that the functions of govern¬ 
ment must be increased. But the collective control of industry must not 
proceed faster than progress in the integrity and efRciency of government 
permits. We must intrust increasing powers of control to our public officials 
only in so far as they show themselves capable of handling this power. 

If government regulation is to be the principal medium of economic 
progress, it is not the only one. There is also much room for independent 
action, and our consideration of various economic problems has shown 
that great improvement can be made by businessmen in the efficiency of 
management and the stabilization and coordination of business, through 
individual action, or through trade associations. Much can be done, tex), by 
laborers, individually or through their unions, to improve their efficiency and 
that of industry generally. Finally, education, by bringing to the masses a 
better understanding of economic and political problems, and by teaching 
them to live more healthfully, morally, and efficiently, can do much to aid 
in bringing about the needed measures of reform. 

Summary 

Economic progress (which is an important part of general human prog¬ 
ress) consists of continuous increase in real income, made up of goods im¬ 
proving in quality, produced with decreasing loss of human and material 
resources, with full employment, and with wide diffusion of the product 
among the people. The belief of the classical economists that progress must 
cease, to be succeeded by a stationary state, because of the pressure of popula¬ 
tion growth and the tendency to diminishing returns, is erroneous. The 
classical economists failed to realize the possibilities of progress in the arts 
and the control of population growth. The Keynesian prediction of secular 
stagnation, also, while theoretically possible, seems unduly pessimistic. 

Progress, hitherto dependent mainly on individual initiative, may here¬ 
after be promoted by general economic planning. There is partial planning 
by private enterprise and by government in the present system, but such 
planning is uncoordinated and often inconsistent. Neither self-planning by 
industry nor partial planning by government is adequate for the promo-' 
tion of the general welfare. General economic planning consists in super¬ 
vision and control of economic activity as a whole by a governmental agency 
or agencies on the basis of a carefully formulated, unified, plan. Its objectives 
are those comprised in our conception of economic progress, with special em¬ 
phasis on business stability. 

Planning requires the preparation of a basic factual survey of productive 
resources and consumptive capacity. A democratic planning organization 
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might be made up of Industrial Planning Councils in each branch of in¬ 
dustry, representing groups whose interests would be affected, and super¬ 
vised by a National Economic Planning Commission attached to the federal 
government. Plans for each industry, drawn up by the Industrial Councils, 
would be coordinated into comprehensive national plans by the national 
commission and submitted to Congress for final adoption, after which their 
provisions would be carried out by appropriate administrative bodies. 

General economic planning has hitherto been closely associated with 
collectivism, and is believed by some to be incompatible with capitalism, but 
others believe it can be built up out of capitalistic institutions, especially 
since capitalism is evolving in the direction of greater centralized control. 
There is controversy over whether this can be accomplished without in¬ 
fringing too greatly upon individual liberties. If planning is construed as 
a substitute for the price system, it is communistic, but if construed as an 
instrument for achieving better balance within the price system, it need not 
represent a wide departure from regulated capitalism. Economic planning 
offers the advantage of a better adjustment of demand and supply, based 
on fuller information and co<jrdination of individual acts than is possible 
with free enterprise, but it involves some loss of liberty and the possible 
danger of bureaucratic inefficiency. 

The analysis of problems in this book leads to a series of suggestions 
which constitute an evolutionary program of planned economic progress. 
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